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PREFACE 


A word is perhaps needed in justification of the 
author s attempt in bringing out this manual Hav- 
ing been connected with the teaching of this subject 
for over a decade and having been confronted with 
certain real difficulties of his pupils, this little volume 
is the outcome of the author's sincere desire to 
render the subject more easily graspable by the 
younger students , and how far he has succeeded in 
his efforts towards this aim wiser and abler heads 
■alone will tell 

This book should prove of immense help also to 
business men who have adopted, or intend adapting, 
modern methods of conducting their trade activities 

S It Gupta. 

iTAarja. September , 1934 


PREFACE TO THE SECOND EDITION 

In bringing out the second edition of this manual 
mo pains have been spared to render it all the more 
useful It has been thoroughly revised, enlarged and 
brought upto date Some of the chapters, for ids 
tance on'Ttme and Labour Saving Appliances 'Home 
Trade ' ‘ Agents and Middlemen,' have been re written . 
and considerable additions have been made in regard 
to other topics The boot in the present form would, 
it is sincerely hoped, meet in full the requirements 
of the students of this subject, in nearly all the pro 
vinces of India 

The author takes this opportunity of thanking 
all his friends and colleagues for their valuable 
suggestions so ungrudgingly offered for the better 
rnent of this book 

May, 1935 THE AUTHOR 
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Preface lo ihe Third Ed^BeB t*— cJ 

< In the present edition of this book the chapters on 
‘‘Postal Information”— both Inland and Foreign 
have been revised and soveral new topics introduced 
with a view to incorporate the latest Postal and 
Telegraphic regulations Considerable matter has 
also been added to information regarding the “Air- 
mail” services, the Telegrams and Telephones. 
March, 1987. THE AUTHOR 

Preface to the Fourth Edition 

Once again this book has been thoroughly revised 
and enlarged Much useful additions have been made 
to Chapters on Filing Systems and Bills of Exchange. 
Secondly, as a result of suggestions received, the 
"Correspondence” Section is now given the first 
place. 

In its present form this book is sure to meet the 
special requirements of the Intermediate Course for 
the first vear, and the author is glad to record with 
satisfaction the popular reception this book has 
already received. 

July, ms the author 


Preface to the Fifth Edition 
In this fresh edition of the book the ‘Postal 
[Information' has been brought up-to-datp. It has 
(been carefully revised and also re-arranged in a 
way. Some useful matter has been added to the 
ihapters on Bills of Exchange and Promissory 
Votes, with a view to render the book all the more 
lelpful to the Intermediate students. 
iugust, 1940. THE AUTHOR, i 
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A word as to the Usefulness of the Subject 

It is a fact of common knowledge that m modern 
time® trade industry, and commerce of the world 
have much developed Every country, large or small, 
and situated anywhere on the globe, must partake 
of this world business Every province or state 
within a country is now a days an active centre of 
some sort of manufacture or business pursuit 

The enormous volume of world wide commerce 
naturally involves monetary transactions worth 
crores of rupees, and whole armies of businessmen, 
bankers, accountants, clerk®, salesmen, and the like 
are engaged in its various operation® 

Alongside this huge development of mdustrv and 
commerce a need has been felt that our youngmen, if 
they are to become successful leaders of business, 
should receive systematic training in most modern 
business methods in the educational institutions 

This sort of training has had valuable results in 
other countries In general, it enables people to fit 
in more effectively and co-operate more intelligently 
in the larger organisations which are becoming so 
prominent a feature of modem mdustrv and com 
merce Persons, properlv trained, not only adopt the 
bpst method of doing the work, but also understand 
the purpose and scope of the occupations thev engage 
m As a result, young men realise the significance 
of their task, acquire habits of industry and grudge 
no efforts for the success of their business 

India ha® already embarked on her mission of 
industrial and commercial regeneration of the people 
and stands in need of specially trained men of busi- 
ness. A good knowledge of busmes 5 affairs will enable 
ns to take real interest in work, le®sen drndgerv bv 
following up to-date method®, and help much in the 
advancement of trade and mdu®trv of the covntrr. 
HeDce the study of a suitable course of ‘Bosiness 
Training’ IS of vital importance to us alL 
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SUCTION I 

BUSINESS CORRESPONDENCE 



CHAPTER I 

Introduction 


The art of writing letters is called Correspondence. 
It is with tho use of lettors that persons living at a 
distance can exchange their thought®, know the wel- 
fare of each other, and oven settle many a matter 
which would otherwise have required personal meet- 
ing Modern business in every part of the world is 
carried on mainly through the medium of letters 
The routine in Government and other public offices 
is conducted by means of letters passing from one 
department to another 

To bo able to write good letters it is necessary 
•that the writer should have !— 

(1) A «-omplote information of the subject matter 
or topic to be dealt with 

(2) He must po®«ess a good working knowledge 
of tho language in which the letter is desired to be 
expressed 

Letters are generally written in English, since 
it is the language most widoly used throughout tho 
British Empire and in other parts of the world To 
express ono’s ideas correctly in English, it is Jmpera- 
*,ve that the writer should be thoroughly conversant 
with the ordinary rules of Grammar and Compo- 


*( 3 ° He should know the correct meaning and use 
of technical words and phrases relative to a particu- 

Ho must be able to adapt the style of writing 
to the different requirements of correspondence, that 
is, he should choo«o the style or mode of writing 
a letter according to its nature and use As will be 
shortly explained, the styles of private Utters, busi- 
ness Utter®, and official drafts, all differ from one 
another 
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In short the person who has to write letters must 
be w ell educated, well-informed and resourceful He 
must be able to express himself clearly as well as 
correctly 

Branches o! Correspondence The subject of 
Correspondence is usually divided into three main 
branches — 

U) Private or Personal — All letter^ which are 
written between relations, friends and acquaintances 
come within this branch Post cards or octaio note 
papers (S'XSj 1 ') are generally used for such letters. 

(2) Business or Commercial — This branch includes 
all those letter* which pass between merchants, 
manufacturers, bankers, etc , in connection with busi- 
ness matters Such letters are mostly written on 
quarto (8*X 10V) or business letter papers 

(3) Official : — Within this branch come all com- 
munications (letters, memos , etc ) passing between 
the offices of Govt. Departments, whether Local or 
Imperial They relate to the various matters of 
the admimstration-'of a country and are written 
mostly on the Foolscap-size papers (8'x 13"). 

Business Correspondence 

'Letters are the soul of business' , without letter* 
modern methods of business could never have 
achieved even half the succe-s they have During 
tne past century, manufactures, industry, trade and 
transport have much progressed, and along with 
them has increased the use of business corres- 
pondence In its turn this correspondence has greatly 
helped the growth of busmen and trade In fact, 
commerce is both the cause and effect of corres- 
pondence 

finalities ol a Business Letter — a good commercial 
letter should display 7 C’s, that is it should have — 

(1) Clean and neat appearance, 

(2) Correct Grammar, 
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(d) ( Jcar meaning, 

(41 • onciso form, 

(j) ( omplete Btatemont, 

U») Convincing focts, anti 
(?) Courteous style 

Neat appearance -A business letter should bo 
written Itgibly or typed on » neat and fine sheet of 
paper I tun will do much in producing a good effect 
on the recipient of the letter He is sure to form o 
respectful opinion ab( ut you and your business 
When n Utter is h/pr uritlcn it should bo free from 
marks of « rasing cc rrcctions, spots of ribbon Ink, 
etc folding, stamping, and addressing should all bo 
done in a neat and nic« manner 

Clear and Correct Meaning — The letter should be 
correct in Gr Miunar and clear in senso For example, 
note tlie difference b tween tho meanfngs of the 
following sentences . - 

(1) Please send the Goods per V P V.only, 
by tho Gth Hist.* 

(2) 'Please «end tho GoJds per V P P , on l\j 
by tho Gth inst 

(3) Please send only the Goods per V P P, 
by tho Gth met 

(4) *P)« aso >n'>j sond tho Goods per V P P., 
by tho bth inst 

Tin* change in the place of tho comma alone has 
altered the meining In tho first «<ntenca the stress 
Is on tho method of sending tho good*, that Is by 
*V P P , w Iiil«» in tho second, stress Is lai 1 on time of 
sending the goods that Is, Gth of tho umo month 
In other two sent « nets tho stress is on ’Goods* and 
’send’ re spectitrly Tbrnforc, spich) attention 
should be paid to ordinary rubs of punctuation, 
spelling, place of words etc Amounts must be very 
carefully written, loth in words anl m figures 
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where necessary Spellings of the names of person® 
and places must be correct 

Concise yel Complete Statement —In busmen 
Time is money hence unnecessarily Jong letters 
waste time both of the writer and the reader Be 
frank and write just to the point Do not beat about 
the bush a® thev ®ay U®e only as many words to 
express your «ense a® are absolutely necessary 
But at the same time while you try to be short do not 
he incomplete not even In telegrams 

It is altogether ua necessary to use idioms or 
write poetical English in business letters On the 
other hand the meaning and use of certain phrases 
terms and abbreviation® occunng in everday busme®s 
language must be thoroughly understood 

Courteous Manner —Be always polite in writing 
these letters Do not write anvtbing which may 
show anger or disrespect on your part The best way 
of avoiding this ts never to write tchen one is angry. 
Even when you are expressing your opinion on a 
disputed point be courteous At the same time, 
however do not be begging that i® do not lower 
down your position 

Convincing Facts — In letters wn*ten specially for 
soliciting new business or increasing the o]a jt is of 
utmost importance that your argument® must con 
vince the addre®see of all that vou ®ay You have 
to win the confidence of your customer hence never 
exaggerate things 

Give reasons for your arguments and be forceful 
yet straight forward 

Parts of a Easiness teller 

A busine®s letter consist® of six parts — 

The Heading —It includes the place of the writer 
and the date oh which the letter is written Tbe®e 
occupv the top Tight baud copper of the ®heet \ err 
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often the names of business firms are printed in 
elaborate designs and colours in the centre of the 
sheet, together with the place-name followed, by a 
line for date And the "Telegraphic Address,' the 
Telephone No , the name of the "Code' used and the 
names of branches, if any, are also given on the 
left top corner 


If the place-name is not long or consists of onlv 
one word, e g , whore there is no street name or 
number the date may be written m the same line, 
separated by a comma but, generally, date is written 
on the second lino W hen the number of building or 
the name of street, road, or bazar has to t e written, 
it should be placed in first line . and the name of place, 
followed by the date, on the next line The number 
should have a comma after it 

The correct order of dato is —date, month and 
year, /or example «.», Jane, me It m.ybo «■» 
as June 8, 1936, but never as 8-6-36 The names 
of some of the months are contracted thu, -Jan, 
Feb , Mar , Apl Aug , Sept , Oct , Nov , Dec 


Examples — 

(i) Delhi 1st Jan , 1936 
(it) Sadar Bazar, 

Delhi, Jan 1, 1936 


(m) 31, Sadar Bazar, 

Delhi. 2nd July, 19i6 

Reference Number :_Somrtimo, a number >, Kivrn 
a letter for tho e»k° of r.feronco It mar either 
to a loner h _ or may havo an alphabet and 

be a pure ^Xmeans that this letter 

a number, such as AP5. « ^ ^ „„ p , ss 35 

The Sere ncl Number rhould always be quote, lin 
the reply 

o The Inside Address :-This consists of the 
mine and nccnp.tron fur t.tle, if any) of th. addresre. 
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and aI«o bis place of business It begins from tbe 
left band margin one or two line® below tbe Heading 
The lines of this address may be arranged aiagonallv 
in a series of ->tep« or tbe whole inav be beautifully 
centred, or each one of the lines mav begin 3 ii=t at 
tbe margin The first two form 1 ; are known as tbe 
English s tries and the third one as tbe American. 
The English stvle has a pleasing look, while tbe 
American is time-«aving and easier for the tvpist 

Examples 

(i) Mr. Shanker Swamp Agarwal, 

Cap Merchant. 

Hazratganj, 

Aligarh 

(if) Mr Shanker Swamp Agarwal, 

Cap merchant, J 
Hazratganj, >• 

Aligarh ) 

(tit) Mr Shanker Swarup Agarwal, 

Cap Merchant, 

HazratgaDj 

Aligarh 

A comma should be placed after each line and a 
full stop after tbe Ja«;t 

The Inside Address is useful in the fvUmctng 
respects — 

(1) In big busmen houses the letter is tvped 
for written) by one person aDd it despatched br 
another So the decpatcher can copy the adore** on 
the envelopes from the letters. 

(2) If the letter is wrong! v a^dre-^ed or 
reaches a wrong address t can be forwarded to the 
right addressee 

(3) The writer of the letter cannot afterwards 
«ay that it was not addre**ed to the person or firm 
i+ist r&cff}T£‘& it. 
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Therefore, this Inside Address is not necessary 
when writing on a post card, where the name of the 
addressoe alone n>a\ bo given. 

Forms Of Address— In business letters as a matter 
of courtesy the word ‘Mr ’ (short form of French word 
‘Monneur ) is placed before the name of a single 
trader as — 

Mr Radhuy Cbaran Gupta, 
Bookseller, 

Kburja 

Tho word 'Messrs, (abbreviation of Fronch 
sieurs*) is placid before a partnership, a firm, or a 
company having a perianal name, as — 

Messrs Kadhey Cbaran and Uma Cbaran. 

Messrs Wain Dayal A bom. 

Messrs Ram Da>al & Bros 

Messrs Ram Dayal & Co 

Messrs Gupta Bros & Co 

If tho name is i mptnonal then ‘The’ should be 
u«od, as — 

The Triends & Co 
Tho National Stores Ltd 
The Remington Typewriter Co 
Tho Modern Book Depot 

In case of female mines write ’Mrs.’ (pronounced 
*/ni3u’) tor a married lodv, as . — 

Mrs. Uaghubir Singh, 

Lady Doctor, 

Poona 

‘Miss' IS used for an unmarried lady, as . — 

Miss Parbatl Debt, 

Lady Physician, 

Allahabad 
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The Plural of ‘Mis** is ‘Misses 
‘Hesdames (prun J ladams 1 should be u®ed for a 
name consisting of more than one ladv as — 
Mesdames Laxmi Bai &, Co , 

Drapers and Tailor® 

Bombav 

‘Esq (short form of Esquire ) 1 ® used only after 
the name of a single person of some position or a 
graduate of a University a® 

(1) Bhagwan Chandra Sharma, E=q 

Honorar Magistrate, 

(2) Brahma Swa-ap Esq., M A , 

Principal 

ftote — Mr *orJ Etq ate cever cs“i3 lo-cthtr tt it ■^rorrg to 
write Mr Ehasvan D»* E.q 

University Degrees and letter® denoting designation 
in service are placed after *£®q / for Example — 

(1) Laxmi Isaram Mathur, E<q , B A., L T 

(2) Haidar Hussain, E«q , I E S 

For a Doctor of Medicine write thus — 

Dr Makkan Lai Gupta, or 

Makkan Lai Gupta, £=q , M B , B S 

that is “Dr/’ and Medical degrees should not be 

u c ed together 

Titles of honour and rank, such a*— 

(а) Sir, Hon. (Hon hie) Bt , Hon , etc , 

(б) Capt , Major . Col , Gen . etc , 

(c) Her , Et Kev , Canon etc , 

are placed before the name But then *Mr' or E*q * 
is not nsed 

jj ale 4s regards ‘Rer ’if it is to be brfwe th» sun»=>~ 

003 J t hsa ‘ Vr* should *ls-> be pffl *s— 

g CT Mr Soldi vThc fell nsn“ tri-Z Jim^s Sta 1) 

£ls e Rev Jsiaes SzaUi- 
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Titles or honour for the Indians such a< 

* Raja Rat Daha lur Rat Sahib Khan D il i 
dur Khan Sihtb Dt van Bahadur , ‘Ouun bal ib 
Sardar b ihtb S ir Jar Bahadur etc etc are placed 
either before or after the name 

When these title are aed before the name words 
like Pt (Pandit) l (Lai,) Th (Thakur) 'Ch 
(Chaudhary) B (Babul M (Munshi) Md (Mo 
hammad) should bo placed botween the title ni d the 
name without using 1/r’or £*q for example 
Rat Bihaltr 1) Ram bwarup 
Khan Sahib Md Malnkdad khan 

3 The Salutation — Tho form of Salutation 
varies according to the personal relations bet veon 
the parties to a busino s letter as well as on the 
particular occision of each letter As a general 
rule Dear Sir is used for a business man Madam 
or 'Dear Madam for a business lady and Dear Sirs 
or ‘Gentlemen for o firm or company birs Gen 
tleman Dear Gentloman anl Dear Gentlemen 
should not be written 

The Salutation begi i s from the margin below the 
Insido Address and a comma is put after it 

4 The Message or Cody — Ti is part of a tetter 
is very important as it deals with the si bject matter 
itself It should be divided into paragraphs accord 
ing to tho importance and number of topics discussed 
in the letter and each para should begin alout half 
an inch away from tho margin 

In tho beginning it is usual to refer to the letter 
under roply in some such phraso as — 

In reply to your letter Ao dated 
'll tlh reference to your tmoicc 
‘ Ref rrtng to our or ter of /esterday 
Following the old custom the last para sometimes 
ends with a phrait such as — 

JR pm g to receive your valuable order 
‘Thanking you in anttctpVton 
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AxcQiting the fat our of your reply 
* Apologising for th* > itstaLe 

But these phrases both in the beginning 
and xn the end are not much used now in 
modern letters 

Note Verv carefully the use of the following con- 
tractions in referring to the dales of letters i— 

Inst {instant) *=» present month, 

Ult (Ultimo) “ past month. 

Pros (proximo) «= coming month, 

Idem « the same month 

Suppose you are writing a letter on the 20th May, 
1938, then in referring to the various dates given 
below on the left you will write as on the right — 

15tb May } 35th mst 

.<0th A.pnl 30th ult 

3rd June, and 7 3rd pro x., and 7 

10th June ) 10th idem f 

Sabjecl Heading : — In rather long letters the sub- 
ject matter of the letter is sometimes indicated in 
the centre bBi'ore the body, as — Re Damage of Goods. 
It helps to understand the whole letter at a glance. 
Insurance companies always give the policy number 
in the centre of the letter e g , Re Policy No. 59138. 

5 The Sobscription or Complimentary Close 
These are words showing respect or feelings of 
regard towards the addressee, and occupv a place to 
the right below the body of the letter The Compli- 
mentary CIo«e should agree with the form chosen 
for ‘salutation’. The usual forms of subscription in 
busmens letters are — 

'Yours faithfully' or ‘ Faithfully yours ' and^they 
.agree with 'Dear Sir’ and 'Dear Sirs’ or 'GentlCrren.' 



Ah D CORRESPONDED U- 13 

Youri truly' may be used when the relations are 
well established, as. those of friends 

'Youri respectfully and 'Yours otedu ally' are 
sometimes written for now customers and strai pers, 
and also when business relations are on the point of 
breaking (see 4th iieminder letter) In (justness 
letters. Sincerely' ' Affectionately and *( be tient «cr* 
vant' are never used 

When the last para in the body of a Jotter ends 
with a participial phraso (alrcad\ explainid), the 
words 'I am' or */ remain, and ‘ Wc are, or 'We remain* 
tfhau/d he written before the subscription, and also 
the form of salutation used should be repeated , as 
for example — 

Awaiting to receive a trial order, 

I am, (or I remain) We are. (or \\ e remain) 

Dear Sirs, Gentlemen, 

Yours faithfully, Faithfully yours, 

6. Signature : — It follows the subscription Since 
the person signing a lotter is held responsible for all 
that is written in it a letter without the name of the 
writer or of the firm or company is quite useless 
Precautions :-(a) The signature is alu ays made 
with the pen, even when letters are tvpcd. The 
name of the firm or compani is sometimes impressed 
with a rubber stamp, end the signature of the res- 
ponsible person is gnen in ink 

(h) ( are should be taken that a signature is 
always m the san*e spellings and style This is very 
important in valuable documents, eg. cheques, 
bills, etc 

(c) If at the end of a page there is not enough 
spaco for thp complimentary clo«e and signature, 
do not write them alone on the next sheet, but cirry 
over some words of the body of the letter to the next 
sheet and then finish with the complimentary close 
and signature. 

How to sign In a partnership each member 
signs the name of the firm and not hi« own name. 
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Suppose four persons— Ram Lai, Shiam Lai. Mohan 
Lai and Soban Lai — carry on a business nude- the 
name of ‘/Jan Lai & Co,' then each one of then 
should «ign Ram Lai &. Co ’ in his own handwriting. 

In companies and Bants some responsible person 
such a® the Manager, or the Secretary, sign® on be- 
half of the Company, giving his official desicnation, 
Jor example— 

(1) For the Lalimli Woollen Mills, LttL, 

H Higgins, 

Manager 

(2) For The Imperial Bank of India, 

XT’ Wilson, 

Director. 

Per Procurationem (per pro., p pro , or p p ) 'ft hen 
a person is specially authorised by means of a legal 
document called Power-of-Attoroev (PM) to sign on 
behalf of a firm or Companv be i« said to sign ‘by 
procuration' ; a«_> 

p p Thacker Spink & Co , 

John Brotrn, 

Secretary. 

If a pei "on is not so authorised he should use the 
word ‘for’, * per ' or *p,\ bOt DOt ‘p p.\ ‘per pro' or 
‘n. pro,’ 

A fir . — The tena or ‘ZJlJ (Zjnx’ed) u rn"n tfj-r the asaes 

x)f Kec'-S'trcd Companies *nd P&rtn'Ts’hips. If rarest that the lislSrj' 
of the m-wbers or pirtcerj is Lrni ed. 

CnclOSQPeS When anv business document — 
Invoice, Cheque, Bill, Hundi, Receipt, etc.— is enclosed 
with a letter, the fact is indicated at the bottom 
left hand corner, hy giving the name or number (or 
both) of the document, as — 

(1) EdcIos, 3 

(2) Cheques 2. 

This is useful in letting the addressee know the 
exact nature or number of the documents sent along 
with a letter. 

It also helps the despatch clerk in placing right 
enclosures inside right envelopes. 



AND CORRESPONDENCE 


Some people indicate an enclosure by putting a 
small coloured label 

Initials Of the Tjrpist —Where two or moro 
Typists work in an oflice each one has to give the 
initials of his (or her) name in the lower left hand 
corner of the margin or just below the space for 
‘enclosures ’ bomutnnes the initials of the person 
who dictated the letter are al«o added, thus : — 

“P B S ’ or * P 13 S IT N G " 

Similarly in invoices, statements of accounts, 
etc , the initials of the person who prepared them 
and of the one who checked them are also shown 
This precaution is meant to hold a person respon- 
sible tor his own work, and thus to secure more 
accurato and thorough work 

A Post Script (P o)— After a lettor ha*- been 
written and signod and something more has to be 
added, it is put below the signature preceded by 
*‘P S.’* But it is not a good practice 

Memorandum Forms - Half sheets of quarto 
papor, with printed Headings, and blank spaces for 
the date, name and address of the addressee, are 
sometimes used for writing short notes, and unim- 
portant messages They aro initialled generally by 
the clerk 

The following is a specimen form of a memo- 
randum : — 


eeemo. 


From 

Slinrnin Bros • & Co 
Shahganj, 
At IGAKH 


*.-ipri/ J, l03G. 
To 

Messrs. Gupta Bros & Co , 
Publishers, 
KHURJA (U F l 


Please send as early as possible the books 
orderod Inlour letter of the 1st Instant, and oblige. 

P. L. S/I IRMA. 
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Diagram «hoTing A.-rang<>m at of Cotnmerda! 
Letters 




AND CORRESPONDENCE 65 

ho has to read the whole correspondence and also 
ho is supposed to know all the necessary Government 
Rules and Standing Orders as well as similar pro* 
vious cases Tho file of letters is then sent to tho 
Officer for necessary orders 

8 Drafllug — After the Officer’s orders, the file 
co nes back to the office for drafting the reply The 
draft is a rough copy of the reply based on the Notes 
and the orders of tho officer It contains usually’ 
only tho body of the letter, and most of tho words 
are abbreviated 

9 Fair-Copying — When tho draft has been 
approved by the Officer it is thon handed to the 
Typist for Tair Copying Tho typist has to give it a 
complete form, and if necessary, he takes out two (or 
sometimes three) copies also It is of great import 
ance that tho typist must know the ernct form and 
arrangement of different kinds of Got ornmont com- 
munications 

Tho typed letter is thon again sent to tho Officor 
for his stqnatui e 

10 Despatching— Afterwards, tho file is givon 
to tho Despatch Clork who puts a number and tho 
dsto on tho fair copy as well as on tho draft (or tho 
carbon copy, if any) A brief record of all letters 
issued from an affico is also made in the Despatch 
Book 

Tho Draft (or tho typed copy ) with its file is sent 
back to its branch of issue, while tho Tair Copy is 
mode ready for being postol 

Tho addresses on tho onvolopos (on winch tho 
words ‘On fits ifojeati/’a Semcc” are printed) aro 
w ritton by tho Dospatcher. Ho also w rites hi* namo 
and designation togothor with the namo of tho De- 
partment or Office in tho left hand bottom corntr of 
the envelope This is called "Franktuj" the cover. 

5 
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The Genera) Despatch Boat 

J *0. 

Da e of 
Letter 

1 iS’p-ieb 1 S»b*rt 

t 

Remark* 

] 

1 

57* 

Ocl 3 o 

Oct. 31 Reienu» Dept. L-ave of Mr 

2 End os. 



C Jocer j 

i 



11 Filing or Eecord-Keeping— Lastly, the letters 
are tied together, subjective e and in order of date, in 
separate files made of card board pads They are 
then stored in the Record Room 

Aole — In big Govetnmen OSces for example the Secretariats, 
Indexes are also fcept up, m whieh th<* subject mater of ad letters, 
b-'th received and S-nt out is md-xed Th* Indexes are aery helpful 
10 obtaining the nece*siry papeis any time in future 

Test Questions 

1 Name the various departmeD s of the Go\ernm't>t of India ana 
the offic al if each department to **bon> letter* must be addressed 

2 Mention the designation of the head of the following Provincial 
Departments I oil e Ju» i e. Education Ruble Merits, Post acd 
Telegraph Agriculture Industries sod Co open lire 5 oc»eiiei 

3 “What do jou understand by Office Routine’’ . «bat dot it 
consist of ? 

4. 'Name ! u e chief stages through which »n officii communication 
has to pass before a cas» is comp etc 

5 U r te short notes cn — 

Labell ng Docketing Referencing, Nrting, Diatising, Frau ting 
Receipts and Issues 

6 Show the ruling* of an Office Register, wiha ‘pecimtn entry 

y How ar- letters u ually filed m a Government OSce , bow does 

«be ro“tbod differ from that of a business Office ? 





CHAPTER III 

Official Drafting 

Dr tftmj tn official correspondence means 
writing letter* memoranda, etc As already pointed 
out tl e draft of an official communication is based 
on the Vote- The form and style of on official com- 
munication is unchangeably fived They are very 
formal and unitko privato letters contain only dry 
statement of certain facts and figures The lang- 
uage - however more dignified respectful, and 
courteous 

Tht following aro the chief forms of Official 
Communications — 

1 Lithr- 7 Demi Official Letters, 

2 Memoranda, 8 Resolution®, 

1 rndorsennnts 9 Notifications, 

•I Circulars 10 Communique®, 

5 Reminder* II Despatches 

C Telegrams 

Letters— In Govt Offices lottor® are used when 
(a) the Milyect matUr is important {ft) tho officer to 
\\ horn it is ad lressed is of equal or htgher rank and 
(c) to a pm ato person a letter is w ritten onlj w hen 
beholds some high position 

Form amt trrnngrnient of an Official I rtter 

An official Jotter consists of the following 
parts — 

1 Name of Department 

2 Reftrcnce Number 

3 Name of tho w rite*, hi® title or designation , 

4 Designation and place of the addressee , 

5 Place and Date of issue , 
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6 Salutation or Form of \ddre=' 

7 Body of the letter 

S Subscription , 

9 Signature and Designation of the ’■ri’er 

Name ol Department — Where nece^sarv, the name 
of department or office of j"ue is usual'v printed 
(or tvped) in the top centre of the sheet, as • — 

(1) Go* erornenl of India, 

ARMY DEPARTMENT 

(2) Government of the United Provinces, 

Education Department 

deference Number— It is written either in the 
centre below the Name of Department, or at the left 
top corner It is meant for being quoted in the rep- 
lies, as to facilitate ‘Referencing’ There a^e 
different ways of indicating it 

1 No VII— 37 *» Branch or Section No \ II, and 
letter No 37 

2 No P E— 3/J9 = ‘P E.’ i« the Branch of issue, 
*3’ is the No of file, and ‘19’ the \o of teller 

3 No 179/24 = Means 179 i« the General Number 
and ‘24’ is the number of Branch or Section 

Name and Designation of fbe writer— Ftr«t write 
the word ‘-From* at the margin. On the next line, 
a little to Ihe ’ight begin the name and title O’- deg- 
rees of the -venter , his designation or office on the 
next line , and below it tbe name of tbe place where 
nece*=arv Each lineshould commence some space' 
awav to right of tbe previous one T* ben ibe Desig- 
nation is long it mar be written in two line* 

A comma should be placed after the name the 
title degree", etc , and a full'top after the la«t 
line 

'■hwald be u«ed with the name 



AS D COUHESrONPEhCE 69 

Sometimes when only the Destination of the 
writer is Risen ‘ The * should be put before it — 

(1) 1 rom 

J r Urown, Esqr , I C S , 

Secretary to the Gov t of the 
United Provinces, 

Allahabad 

(2) Troin 

The Secret lry to the Government 
of India, 

Public Work* Department 

Designation and Place o! Addressee —To is 

written at the margin 

Ah a general rule, tho name of the oflicor 
addressed to is not mentioned (exetpt in tho case of 
a private gentleman) and his Designation alone is 
givon on the lino below To Placo is written on 
tho second lino tow arts the right 

(Aotc — It is wrong to place a comma after ' From * 
or To 1 

(1) To 

The Post master General, 
Lucknow 

(2) To 

Tho Inspector of Schools, 

Mtorut Division, 

M corut 

PJflCC and Date— Generali) tho word ‘Dated’ is 
written first th<n tho name of tho place and then 
tho r'ato itst If It occupies the centre of tho page 
Sometimes date is placed along w fth tho Deference 
Mu ml er 


iCxanph) 

(1) Dated Simla, llth of April. 1930 

(2) Calcutta, tho 1st January, 1930. 
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Salutation— It Is written St the margin 

The usual forms are 'Sir or Madam to an indivi- 
dual, and Gentleman or Madams to person ao’e 
than one 

A Lord should be addressed My Lord 1 or My 
Lord Str 

Body — The first sentence of the text commences 
br referring to ihe number and date (sometime* also 
the nature of subject) of the letter last -eceived, 
or sent 

The words 1 have the honour to * are u*ed bv 

the heads of departments and bv local officers <=uch 
as Commissioners Collectors, etc when writing on 
their own authoritv 

The words */ am directed to * or ‘I am desired 

to ’ are used in Secretariats of Local or 
Imperial Gorts , as there the Secretary, l/naer Secre- 
tarr or Registrar (as the case mav be) writes and 
signs on behalf of the bead of bis department 

Letters to the High Court or the Chief Court are 
addressed to the Registrar and similarly letters from 
the e Courts are Eigned oy him In neariv all other 
departments they are addressed to and signed bv, 
the Secretary 

Subscription — The closing words in an Official 
letter are — 

1 hate tf e honour to be 
Sir (or Uctfan) 

Tour most obedient Serto^t 

The=e lines are centred at the right hand lotton 
of the letter 

Signature — Just below the line cf vour most 
obedient servant comes the signature of t’ e officer 
sending the letter And below it is written his <Je 
signatioB or office 

Degrees and titles are not written with the *igna 
Jure except in the case of a militarv officer whose 
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rank may be stated in addition to his designation 
thus — 

I have the honour to be. 

Sir, 

Your most obedient Servant, 
Henry James Capt., 
lnspoctor-Gonoral of Prisons 

A olt — Sioly very carefully the (olio vine examples 0 { official 
tellers — 

(I) 


No 15 I/A 

T R Elgin, Esqr , I C S , 
Superintending Engineer, 
Allahabad 


Tho Executive Engineer 
Htn wnh 

Dated Allahabad, tho 10th March, 193C 
Sir 

In reply to your letter No 112, datod the 6th 
March, 10 1G. regarding tho construction 0 f a 
Bridgo over tho Jumna, I have tho honour tc> say 
that tho scheme ns nt prosont is wanting m 
details 

2 Tho plans aro herewith returned for 
sho i mg tho ground-floor and cross sections of 
tho principal roads leading to tho proposed 
bridge 

3 Tho Revised scheme should he ro submit- 
ted at an early date for further considt ration 

I hat o tho honour toll. 

Sir, 

Your most olitdu nt servant, 

T R rtgin, 

Supdg Engineor 
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( 2 ) 


Vo 27 JX — 3 

Trotn 

E M Durand, E*q , 

Secretary to the Punjab Government, 
Simla 
To 

The In-pector General of Hospitals 
Lahore 

Dated Simla, the 4th Mav, 1936 

Sir, 

With reference to the correspondence ending 
with your letter No 52, dated the l=t mutant. I 
am directed to convev to you the nece sary sane, 
tion for increasing the pay of the Professor of 
Anatomy at Lahore Medical College, from 
Rs. 525 to Rs 570 p m 

The Accountant-General has been informed 
of this 

I have the honour to be. 

Sir, 

Your mo=t obedient servant, 

E M, Durand, 

Secretary 


Memoranda — They are used when the subject 
matter i« not important, or when the addressee i c cf 
lower ranL Memos are general! v u c ed for private 
person®. A Memo i« written in the 3rd person, 
witbcut the form® D f Salutation and Subscription, 
and it is Figned lv a junior The name and address 
of the addressee are placed below the bodv in the 
left half. 
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(T xample) 


MEMORANDUM 

No 15 C— 2 

Income Tax Office 
Agra, 

24th February, 1936 

W ith reference to his application dated the 
ICth December 1935 rigvrding his objection to 
the an ount of Income lax assessed, B Sitish 
Mukerjee is hereby informed to appeal to the 
higher authority in the matter 

By order 
II Prasad 
Head Clerk 
To 

B Satish Mukerjee 

Rais Hathrno 
Distt Aligarh 


Endorsements 1\ hen a copy of a Jotter n sent to 
an officer for information or when a letter is passe 1 
on to another office, the words 

(i) * Foruartled in onjtnal (to be returned) to 
for faiour of opinion 

or («) “Copy fortenrded to for faiour of 

necessary information {or r< port or action, etc 

, are written at the foot of the copy or the 
original !o*tor This is called on Eniorseinent It 
is chiefly used when there is no need of w nting a 
covering letter 
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( Example ) 


Endorsement on Example Letter No 2 going be- 
fore will appear as follows — 


Copy of a Letter No 27 X-3, dated Simla, 
the 4th May, 1936, from this office to the Inspec- 
tor-General of hospitalG, Lahore — 

With reference to the correspondence ending 
with your letter Xo 52, dated the 1st instant, I 
am directed to convey to you the necessary 
sanction for increasing the pay of the Professor 
of Anatomy at the Lahore Medical Colley, from 
Rs 525 to Rs 570 p m 


No 130 

Government of the Punjab, 
May 4, 1936 

Copy forwarded to the Accountant-General 
for information. 

Bv order, 

E M Durand, 
Secretary to Government. 


Circulars — When some information is sent to or 
required from several officers, a circular is u«=ed It 
may be in the form of a letter, memo , or endorse- 
ment, as required 
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{Fjnmple oj a Circular Lettir) 


Judicial Deparlmen! 

No 361 

From 

S Simpson Brown Esq 
Secrotary to the Government 
United Provinces 
To 

] The Registrar High Court, 

Allahabad 

2 The Secretary Board of Revonut, 

Allahabad 

3 The Socrotary Chambor of Commerce, 

Caw npore 

Dated Naimtal, the 20th July, I93G 
Sir, 

1 am directed to forward herewith a copy of 
*BiH No VIII of I93b tor favour of opinion 

The replies aro oipoctod by thf Jlst of this 
month at the latest 

I have the honour to bo 
Sir, 

Your most obedient servant 
S Simpson Broicn, 
Sccrctarj 


• \ t i t .-The D II teletre ! to in Ibc *.*>»r If lf» nl» ts in Jucorof tj*. 

Reminders— They are used to draw attention of 
officers tow &rds letters which remain un an sw ered 
for sometime They may be written in the 
form of a letter or memo as thought fit but full 
particulars of the letter to which attention i> drawn 
should bo given Post cards aro sometimes used for 
this purpose 
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(Examples) 

1 


No. 26 

From 

t Martin, ICS. 

Collector and Magistrate, 

Azaragarh District 
To 

The Commissioner. 

GoraLhpur 

Dated Azamgarh, the 20th Aug , 1936 
Sir, 

I have the honour to invite your attention to 
this office No 59, dated July 2rd, on the subject 
of grant of Government lands to the local D.A.V. 
High School for building purposes. 

I have the honour to be 
Sir, 

Your most obedient servant, 

J. Martin, 

Collector and Magistrate 


2 


(JMVERSm OF AGRA 

No. 141 

Registrar's Office, 
Agra, 8th March, 1936. 
Requests the favour of an early reply to this 
Office No 393 of 1936, dated the 1st February, 
2936, regarding the number of private candidates 
in the B A and B Sc Examination of 1937. 

Bv order, 

P. Lat, 

Head Clerk 
To 

The Principal, 

S. D. College, 

Cawnpore. 
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Telegrams — -In Government offices telegrams are 
used m cases of real urgency To minimise cost 
telegrams do not contain the forms of Salutation and 
Subscription, and telegraphic addresses (where 
existing) are made use ot 'they are also confirmed 
by letters enclosing a copj of the telegram. 


( Exomple ) 



ftfa ne 




| TO ■< Ait r 


Accoorta 


1 

1 t. /*! 4 roj 

■4 (J < 

Mi rai 

Sanction j 

payment 

of 

Rupees 

9,16$ 

10 1 

C«6,» 

Djibar 

lot j 

1 93S 

1936 


MOV \ 


i inrcv 






A OT TO rc 
TELEGA A i’ll CD 

s 



(.AAJeen rj An tJ r _ 

Wmk 



re *A count? Hit la for the iefe;rapN* » Mt«-n of ( l - 
Aecount General 1 Or,ce , »a 1 ‘hn’tS irean* the 1 osrd cf KcTtrae 


Demi Olllclal (D. 0) letters— When an officer 
writes in pnsato capacity to another officer in connec- 
tion tilth some oficiol matter, then a 1>. O letter is 
Used. They are written for the purpose of (al making 
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an enquiry, (6) or explaining some point They do 
not contain any official No , nor tbev are referred to 
in any official letter In form they are exactly like 
private letters 


( Example ) 


Saharanpur, 

June 18, 1936 

My dear Mr Mackenzie 

Received your letter No 137 of yesterday’s 
date but I do not quite understand bow to effect 
the arrest of Pt Hans Raj unless some charge i« 
proved against him 

I am keeping however, a close watch after 
him 
To 

P Mackenzie Esqr , Yours Truly, 

Commissioner, J C While 

Meerut 


Resolutions — They are passed by the Departments 
of a Government after discussion or enquirv of a 
subject In most cases thev take tbe form of Govt 
orders or decisions of gent ra} public nature They 
are written in tbe 3rd person 

The names of the Government and the Depart 
ment of issue are written first 

Then follow s a brief explanation of the subject 
matter of resolution 

Then comes the reference to letters or documents 
on which the resolution is based 

The text of the resolution comes next, and is 
followed by the signature and designation of the 
secretary of the Department 
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(Axample) 


Government of the United Provinces 
Home Department 

Received letters No 1/37 and 9/28 on the 
bubject ot Govt ‘•cholarships tenablo in England 
by nativib ot India 

No 112 

Naimtal, 14th June, 1936, 
Ht solution 

The Governor in ( ouncil has been pleased 
to direct that hlx btato Scholarships of the 
value of £230 each per annum tenablo for three 
years t» Lngland b> natives of India, would bo 
placed at the disposal of the Umvorsitios of 
Mlahab.d, Agra and Lucknow 

Ordorcd that a copj of this Resolution be 
forwarded to the Finance Department, and that 
the Resolution ho published in the Gazette 

D A. Cote, 

Oflig Secretary to tho Govt 

of the United Provinces. 


Notltlcallons.— They are also written in tho third 
person, and are used for tho announcement in tbo 
Govt Uazetto of appointments, promotions, re*igna- 
tions, and rules and ordors, for general information. 
A copy of each such Notification is also sent to tho 
person or party concerned. 
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( Example's ) 

1 


PUBLIC WORKS DEPARTMENT 
Irrigation Branch 
Leave 

Dated Naimtal, September 13, 1936 

No 1535IEA of 1936 Mr JwaJa Prasad, 
I S E , Executive Engineer, VI Sarda Division, 
is granted leave on average pay for four months 
with effect from October 1, 1936 

By Order, 

(Sd) AC Dutt, 
Secretary to Government, 
United Provinces 

2 

MUNICIPAL DEPARTMENT 

Appointment 

Lucknow, September 18 1936 
No 2770/XI — 6 Babu Gajadhar Pra«ad, 

the senior most Upper Subordinate of the Public 
I Health Department is appointed as temporary 
Assistant Engineer, on probation for one year, , 
with effect from the forenoon of Septerrbor 4, 1 
1936 

By Order, I 

(Sd ) T Sloan, \ 

Secretary to Government I 


Communiques — Whenever a Government cen 
tral or local, desires to inform the public of necessary 
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facts regarding some important situation, it is done 
by means of notifications published in leading news- 
papers They are called communiques'. 


( Example ) 


A press communique says — ■ 

Tho following candidates obtained qualifying 
marks m the competitive examination for 
entrance to the Indian Military Academy, 
Uehradun held in Delhi in March and April, 
1935 but were not successful in obtaining a 
competitive vacancy — 

B W David, Ahmad Din Zuberi, and Kailash 
Narain Bhal 


Despatches— It Is the name givea to the corres- 
pondence passing between the Secretary of State for 
India lin London) and the Govt of India or theC -in C- 
of India, or the Governors of Provinces They are 
written in the first person plural using ‘WE,* and are 
signed by the Governor-Genoral or a Governor, and 
by the members of the Executive Council 

The Secretary of State is addressed as 'The flight 
Hon ble' or 'The Host lion bit ’ The form ofisalutation 
is ‘Our Lord’, and subscription is as follows : — 

We have the honour to be. 
Our Lord, 

Your Lordship's most obedient servants. 

6 
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No 33 (external) 

Dated Calcutta, the 1st April, 1936 
To 

THE RIGHT HON’BLE VISCOUNT 
PEEL, G C B, 

His Majesty’s Secretary of State 
for India 

My Lord, 

\\ ith reference to your Lordship’s des- 
patch No. 36, dated the ltth January 1936, 
regarding the abridged edition of Thorton’s 
Indian. Year Booh, we have the honour to 
enclose a copy of the letter marginally 
Mr. Hunter’s noted, and to express our opinion 

Letter that the smaller edition of the 
dated 22nd Imperial Gazetteer will be far 
March, 1^36 more complete than the abridged 
edition of Thorton 

2. We might agree to the arrangement re 
ported in Mr Hunter’s letter on the understand- 
ing that the 5 volumes do not involve any in- 
creased expenditure beyond what is provided id 
his budget 

We have the honour to be 
My Lord, 

Your Lord=bip‘s Mo=t Humble, Obedient 
Servants. 

(Sd ) Chemcford, 

„ C C Monro 
„ G S Barne', 

, W. H H Vincent, 
., M. Hailer, 

C H A Hill, 

,, M Md Sbafi, 

,, G R. Lownder 
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No 18 (Homo) Dated India Office, London, 

the 13th July, 1936 
To 

HIS EXCELLENCY THE MOST 
HON BLP THE GOVERNOR GENERAL 
OP INDIA IN COUNCIL 

My Lord, 

With rcforonce to your Despatch No 33 in 
tho Toroign (external) Department, dated 1st 
April last, I accord my sanction for the publi- 
cation of tho bridged edition of the Imperial 
Gazettcor on tho lines indicated m Mr Hunter’s 
letter 

I have tho honour to bo. 
My Lord, 

Your Lordship’s most humble, obedient, servant 
ISd) II Peel 


Test Questions 

1 Name the Chief form* of OTcial communication* and indicate 
briefly the nature ot each 

2 Giro ■ abort deictijition if the «'cial pirn of in official letter 
«n<l thaw theit pr per afran^ement 

3 Whit riifTcrcnceiilo you note in the form id I me of the fol'cw 
it>C 

(t) letter, (•) Demi Ofi a* 1 , () Memo »nl (/) En Jtirtemeot, 

4 The Director of Ihjblic fnitruciion, Education Depirtmert, 
U P , wtilel to the Impecl'rof Selooli to the effect that iiife July, 
1929 no ituilent matncl after January I9J9 ihout 1 be allowej to 
ituJy In bchooli otto it in the tunnnationi Draft th t Decenary 
letter 

5 The aboie letter h j>ac«cJ on tu the IfeiJi of Sehoo’i and 
fntet Cotlegei by the inspector of Schooli, Meeiot Dim on What 
form ahouf I it take i Show how it wr I be written 

6 Draft a sotification annooncinj the tnnsfet of 1‘aolilJajan 
rath Janie, B A , I* T, from Goaeramert Mich School, Goaia, t« 
Nainitaf, nnder Order No tij«fT of October, ifjl, la [ Jim el Th. 
MahiraJ Siogh, B A , dceeaieJ 




84 


BGSI2»E$S TRAlMiG 


7 What is a Notification and when is it us»d » H w dots it 
differ from a Communique ? 

£ Explain bnefiy (a) Resolutions (b' De'patcbcs. 

' 9 t Wrt-a letter^rom th» Secretary, Pn be Set-riee Comm saon 
U P., to fix. Han Mohan Ma'hu, B- A-. icfonnjc; him that he ha* 
stood fourth in order of merit at the last P C- S Examioa-icn and 
that he should present himself for an inten ie» befor» the commission 
at 12 noon on ifitb June, >939, tn th* Comm-ssjons OB:e at 
7 'itnital 

10 The Collector of 1 our District, in pnrenance of a Iet*er received 
from the Commissioner regarding the appoin meet of the Exeeuure- 
Officer of the Municipal Board, Sikandiabad, -"-ants to have in pnva *■ 
some clear guidance in that connection. 

How should the Ctllector *n e * Draft this commacica-ion. 



CHAPTER IV 

Some Specimens of Official Drafting 
1 — (Application for a post) * 


To 

The Secretary, 

Public Service Commission, 

New Delhi 
Sir, 

Having seen tn the columns of the ‘Leador* of 
yesterday that some posts of Routine Clerks havo 
recently fallen vacant in the Imperial Secretariat, 1 
beg most respectfullv to stand as a candidate for one 
of them My qualifications are as under — 

I am a Graduato in Arts of tho Muslim Univer- 
sity, Aligarh, having acquired the B A degree in the 
year 1932 

T duly qualiGod myself for Government Clerical 
Servico (Lower Division) in tho examination of the 
Commission held in December, 1934 

Herewith I attach a few copies of my certificates 
and testimonials, a perusal of which will give com 
plete information as to my personal character and 
othor attainments 

I am a youngman of 23 and enjoy robust health 

Lastly should I bo selected, I may assure you 
Sir I shall not be found wanting in the most con- 
scientious discharge of my duties 

Iwauing to hear favourably, 

I beg to remain, 

Hall way Hoad, ") Sir, 

Aligarh. ( Your most obedient servant. 

Dated 10th March, 10 SG ( liafiquddtn Quresht, D. A. 
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2 — (Copv of a Testimonial) 

Aligarh Ln|ier«itv A. O. College, Aligarh 

14th \pnl 1932 

I hare known Mr Rafiqnadm Qureshi, as a 
student of this College for four rears He has just 
e-ecured his B A degree m the second division. He 
made a Terr favourable impression upon his pro- 
fessors as a most regular and painstaking roungman 
of intelligence and sound moral character 

I hope he will hare an opportunity of putting into 
practice what he has learnt here I can recommend 
him for a responsible post 

(Sd ) M H. NASIBl. M1.PHD, 
Principal. 

3 — (Copr of a Certificate) 


GOVERXMEVT OF IVDIA 
Public Sen ice Commission 


( Mr Rafiquddm Qjresht (Roll 2\o CZl) has 
| satisfied the Public Service Commission that 
be is fit for clerical emplorment under the I 
Government of India as a Lotrer Dtri'ion Cleric 
(Exantnatton, 1<>S£ ) 

(Sd ) E. H. BRAKDOF, 

Secretarv, 

Public Service Commission 

DELHI : 

Dated IheSOlh Jcvuary, 1 °Sj 

1 - — 

Departments of the Govern ment of India end 
' attached office* located at the Headquarters are 
I requested to recruit the holder of this certificate 
through the Public Service Commission onlv. 
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1— (Oflicm! Memo —Intimating an appointment) 
GOWIIMIUST 01 INDIA 

Public S< r*Jce Commission 

Now Delhi, 20th March, 1036 

Memorandum 

With reference to his application dated the 16th 
March, 1936 for a post of a Routine Clerk, Mr 
Rafiquddin Qnresbi is informed that he has been 
appointed os an assistant clerk in the Central Print- 
mg Office on a temporary \acancy lasting for about 
four months Pay Rs 80 p m , with usual house 
allowance 

Ho should report himself at tho Printing: Office, 
Simla, at 10 A M , on the 24th March. 193C 
C L Pande, 
for tho Secretary, 

Public Sotvico Commission 
To 

Mr Rafiquddin Quroshi B A , 

Railway Koad 
Aligarh 

(OR) 

No C P O 26 28 
GOMUNMI NT Of INDIA, 

Central Printing OlTice, 

Simla, the 20 th March, 1936 
Memorandum 

Mr Rafiquddm Qnreshi is informed that tho 
Public Service Commission have nominated him for 
a vacancj in this oflico The appointment is that of 
a temporary clerk on Rs 100 r m, w ithout any 
allowanca* 
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2 In the event of his accepting the offer the 
exact date on which he wi]] be required to come for 
personal interview will be intimated later 

3. A replr preferablv bv a teleg’-am ic ▼eque^ted 


To 


D \ <?ctr. 

Offg Deputv Cont-olle-, 
P-inting 


Mr RaSquddin Qnreshi, 
Railwar Road, 

Aligarh. 


5 — (Replv Accepting the Offer) 
Tele gran 
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Provinces, on the 19th April, I93G for the post of a 
Sub-Deputy Inspector of Schools, in the United 
Provinces, enquires whether ho is willing to serve on 
Ks. 100 per mensem in a temporary vacancy likely to 
last for about nine month*., if one is offered to him 

An early reply is requested. 

By Order, 

C. L. Jit lira. 
Head Assistant. 
To 

B, Ganesh Persh.nl Sharma, D A., L. T., 

Govt High School, 

Sultanpur 

7— (D O Letter— Asking fur a report) 
Meerut, 18th June, 1936. 

My dear Mr. Mackenzie. 

Please see this Offico letter No 52-E., dated tho 
16th inst regarding conduct of T Swarup, Superin- 
tendent of Jail, and let mo have your report at the 
earliest. 

Sincerely yours, 

C N. Martin 


To 

P Mackenzie, Esq , 

Collector, 

MuzafTarnagar 

B.— (Letter— C om Grant to a Municipal!!)) 

No 25 


From 

C. Morgan, Esq , M. D , C P , 
Surgeon- General, 

United Provinces. 
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To 

The Sec-etarr to Government, 

Local and Municipal Department, 
Allahabad 

Dated LucLnow, the 13tb January, 1936. 
Sir. 

1 have the honour to state that the provision made 
xn Grant No 3 of tbe budget estimate of tbe Kburja 
Municipality for tbe year 1936 37 i« quite suficient 

2 Tbe proposal of the Municipality to appoint an 
assistant Compounder on R* 25 per snen c em, and tbe 
prorxston of R* 220 for repairs to the Hospital, 
appear very nece**ary 

I have tbe honour to be 
Sir. 

Tour xno *t obedjvnt servant, 
C JJvrgat, 

Surgeon General 

9.— (Circular Leller) 

No B/3361 6S/T-J5U6) of 1934 35 

From 

Rai Bahadur A. C Mulerji, M. A~, 

Secretary, Board of High School and 
Intermediate Education, 

United Provinces 

To 

The Head* of Institutions recognised by 
the Board of High School and Inte-- 
mediate Education. United Provinces, 
for the Commercial Diploma Examination. 
Dated Allahabad, the 35th December, 1935. 


S r, 

I have the honour to draw yojr at 4 en*ion to tbe 
Svllabus in Typewriting for the Commercial D ploma 
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Examinations of 1935 and 1936 and to inform you that 
it has been decided that the examinations m Type- 
writing for the Commercial Diploma Examinations of 
1935 and 1936 will consist of two papers of the same 
type as the corresponding papers for the High School 
Examination The maximum marks and the time 
allotted to the papers in Typewriting for the Com 
mercial Diploma Examination are as follow s : - 


Marks 

Theors Paper JO 
f (a) Passage & 

Type- 1 Letter 50 

copying j (6) Tabular 

l Statement 

Total 100 


Time allowed 
2 hours 


1 hour 
3 hours 


I have tho honour to be, 
Sir. 

Your most obedient sorvant. 
IP. O. GoUuile, 

Tor Secretary 


Test Questions 


I A IneoJ o[ youn h»» appliel to the llijh School and 
Intermediate I oard of EJueatim of yoot province lo allow h>n to 
appear In the comics Faaromauon as a prlsHe eandilate i Q Inter 
Commerce 


Write the application and the refty pwinc the necessary per- inion 
3 From the Collector ol yoor dlrtrit write to the Contnio snei 
ait ing him Jo aarenon the appoinimefit lot three mcathi of ao Annual 
Supeiinten lent of Tehee, became cf enmmonat diilBTbsreti in t e dutrict 



m 


BUSINESS TRAINING 


3 Draft an official memo accepting Babu Mohan Lai’s resigns 
tion, who is a clerk, Jodge s Court, in your district No certificate can be 
issued to him as he has not served for a full year in the office 

4 From the Municipality of your town write to the Collector and 
Magistrate submitting the administration repcrt and requesting sanction to 
construct a vegetable market near the maio bazar at a cost of Rs 1 5 OOO, 
which is a real need of the towD 

$ From— Director of Public Health, U P 

To— Health Officer, Bulandshahr 

Say that a non recurring grant of Rs 500 has been sanctioned to 
wards the malarial survey scheme of the Khurja town and inform the 
Acct General, U P , by endorsement. 

6 Draft an official letter from the Collector and Magistrate 
Meerut, to the Commissioner, Meerut Division, Meerut, submitting the 
Administration Report of the Cariabad Municipality, and say .hat the 
delay to its submission is due to the many changes which had to be made 
in it consequence of the orders contained in letter No 2314/G of 28th 
August, 1934 

7 Draft a letter to the Post Master General, U P, saying that 
you sent a m/o of Rs 120/ to Messrs Sarksr A Sods, Dharamtalla £t 
Calcutta, about a month ago, but yon have not yet received the payee’s 
receipt 

8 Request him to make an enquiry into the m atter as early as 
possible 

9 Your College authorities desire to construct a Hsll at an estimated 
cost of Rs 20 000 Draft a letter to the proper Govt. Official, apply 
ing for grant of half the cost 
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Uuman Watlts—It is a tact of common knowledge 
that human beings have got certain w ants and desires 
to bo satisfied. 7ho natural law of self preservation, 
working alike with all living beirgs, compols man to 
obtain tho moans of lift f r himself and for those 
dependent on him It is essential for man not only 
to feed and clothe himself for the eakoofmero 
oxistenco but also to procurt certain comforts and 
luxuries of life for tho attainment of a higher stato 
of development Amongst the least civilized peoples 
of the worid wants aro moroly a means of solf preser- 
vation, whilst amongst others they are tho means for 
further development 

(Occii|inlioiis-Chnrt) 

— Igiieutiare 

— Celtic breed mg an 1 Dairy r g 

— Extnciree— —hihiog 

— lorrHry 

— Mining 

Manilla limn*- C'uchine tnlMt’nei 

_ Tt ,, r -I! »rTa) f 

Orcnpetloas— , l I *~ Fcte cn T,lJc 

^ 01 | l—l irliing 

— \iJ« t-» Tr* ie — Tnn«roit 

— Pom-ii e ^enirr 

— In “QKlrul Lmloai 

— Uiieet Vtrric*» 

— Cml and 'til Uty Sei»ice» 
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Occupations 

Broadlv speaking, human wants are of two hind*, 
material and non material The sati*fac ion of 
man's material wants depends on goods or commodi 
ties for the production or acquirement of which man 
has to exert and make efforts of Tariou* sorts In a 
civilized state of societv the*e human efforts give 
rise to a multiplicity of activities, which 10 cou-*e 
of time become separated into distinct calling* or 
occupations For the sake of convenience the whole 
of the*e productive activities may be grojped into 
four mam cla««es of occupations — Extractive, Manu 
facturmg (or Constructive) Commercial and D rect 
Service* The first two occupation*, namelv. Extrac- 
tive and Manufacturing are, sometimes termed 

"Industry* 

T. extractive Occupations are tho*e in which man 
is mostly concerned with the collection of products 
already prepared for him bv Mature for example 
Hunting Fishing Mining Agriculture, Cattle-resr 
ing, and Dairv farming In the latter three oecupa 
tions, however, the application of human skill and 
efforts is more nece**a-v 

Ind a being mainly an agricultural count-v 71 per 
cent of her vast population of 40 crore* l* engaged 
m agriculture proper S per cent, in hunting, £*h 
ing. cattle-breeding and poultry farming, and onlv 
about z per cent m mining 

2. Manufacturing Occupations a-e tbo*e which a’-e 
concerned with the working up of Taw mate-ials 
(produced mostlv under the extractive occupations) 
into fini*hed articles or making article* more useful 
for further manufacture Amongst snch occupations 
may be mentioned Spinning and W caving Iron and 
Steel manufacture* Flour mills Sjga'- refining. 
Paper making. Glass works etc , etc Tiev include 
handicrafts and small scale mdust-ie* as well a* 
manufacturing ope ation* earned on in huge mill*- 
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and factories Constructive undertakings include the 
building of housos, la> ing of railways, construction 
of roads and bridges etc The one great feature of 
manufacturing industries, of our times is the use of 

intricate machines run chiefly by somo motiv o power, 
such as, coal, electricity, gas, or even water 

In India only 10 per cent of the population Is 
occupied m the manufacturing processes, while in 
some of tho Western countries 5l) lo 60 per cent 
is so employed Cotton, jute, wool and silk mills in 
this country provide work for over one fourth of tho 
industrial section of the population and this shows 
that the textile industry is sufficiently developed in 
India Iron and steel works, other metallic manu- 
factures, sugar making, tanning and leather Indus- 
tries, chemicals, flour milling ole aro other large- 
scale industries carriod on in this countrv 

3. Commercial Occupations consist of all thoso 
activities of man which are concerned with tho 
oxchango of goods amongst men and nations The 
term 'commerce is used m a wide souse ami includes 
not only Homo and Fore.gn Trade hit Afferent 
auxiliaries to trade and industry as well c / , Hank 
ing, Transport and Insurance Thoso throo agencies 
are very necossary for the proper conduct and 
expansion of trade ot a country 

India i* a very big country having a vast ares of 
over 17 5 lakh square miles She carries on an exfen 
site trade both home and foreign, which acce unts 
for tlio employment of C per cent of her people 
During the year 1935 36, the total value of India’s 
foreign trade amounted to Hs 297 croro® of which 
imports account for Us 99 5 crores and exports for 
Rs 197 5 crores (includiug tho out flow of gold worth 
44 crores during the year) Food grain*, oil «eed« 
and raw materials form tho chief items of ixports 
from India, and the imports malnlv consist of machi- 
nery and mill requirements, and manufactured 
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article*:. Banking, transport, and nsurance, 
since thev are not highly developed here provide 
employment for only 2 per cent of the people of this 
■countrt 

4. Direct Services— This cla* 5 of occupations 
compri'es all tho«e persons who work in the 
various Public Departments, Army, 2>avy, Police, 
etc , ard al*=o those engaged in intellectual pursuits, 
such as. Teachers, Lawyers, Doctors of medicine, 
etc, etc The Labourers who work in mills and 
factories together with tbo=e who perform domestic 
service form an important section of this group 

In India tho«=e engaged in the Administration 
and Public Departments average less than 2 per cent 
of the whole population The percentage of those 
engaged in domestic service, factory labour, and 
intellectual professions comes roughly to 7 per cent 
of the total population. 

Te6l Questions 

1. Aame the cluef O-enpeD'-ms of min, «p’»inic- the escses of *.'1 
his (economic) activiti-s. 

2. e down at least ten diSererrt occapa j->es and clasaiy Item 
according lo ibe Occupation-Chart jcra hire teen. 

Whit do yon understand by lbe term Tndcstrv’ :> ^tmeaud 
compare the iwo chief occnpajon* 3* cotopr ses 

4. Po nl oil the distinction between . — 

(a) Macnfactur ng and Constroctiie Inlcs*net. 

(f) Direct Semccs and Public Services 

5 Yt hit is ‘Corcaer^’ , -what brtrebes of occupation! do-s M c m 
pnse'* Trace ih* relation o! Commerce »itb Miaific and %gr>- 
ecl ore. 

6 ‘India is ma n’j as agncntoral conajj' Ho*- you jus-ify 
this rat-ment 7 



CHAPTER 1 
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Copying of Letters 


The clerical work carried on daily in a business 
office is known as its routine The main part of 
this work is concerned with the sending and recejv' 
ing of letters as well as keeping their record As a 
general rule in a small business houso correspon 
dence is conducted and its record kept by the same 
clerk but to large offices these duties are discharged 
by different persons 

Correspondence is the soul of commc t£i Hence 
all sorts oriettors abd documents used in business 
should bo preserved with great care because they 
form the record of transactions All business papers 
sboul I bo arranged and kept in such a manner that 
whenoser required they can bo found easily and 
without loss of time 

The usefulness, of a complete record of business 
correspondence mnv bo briefly stated — 

2 It enables a merchant to /allow up an 
Vnquirv, if the order is not received within a reason 
able tii i® 

2 If a repeat order is receued from a customer, 
the necessary particulars can be found out from 
the last order 

3 In case of a law suit letters can bo produced 
in the courts as evidence 

4 Much valuable information can be gathered 
from past letter* for example the number of orders 
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received in one vear can be compared with that of 
another 

Note. — i sa system of corce'p adecce whejelv a 

trader or xteichint goes on leading etten to a evnon r w fco jaigia 
have made sane enqairy anti an order or a reasonable rep y is received. 

2 Jtrfe t Ori'r It son times happens that a cas*omer ins"e»d 
of giving full parucalars of goods oidered simply refers to past order to 
he exermrd either in whole or in part Th-s is Imosra as a Repea 
order and is so osed only when the things required are quite fimj >ar 
and of one or two Vtods only 

In fact, a merchant who keeps complete and sys- 
tematic record of correspondence possesses at all 
times true and full information about the affairs of 
his business He will have little chance of being 
deceived by his assistants or following their wrong 
advice 

For the «ake of clearness in explanation, Busi- 
ness Correspondence max be divided into two sec- 
tions— Outward and Inward 


Outward Correspondence 


All sorts of letters, telegrams, invoices, etc r 
sent out from a business office are collectively* Inown 
as 'Outward Correspondence' 

Copying t — It has alreadv been pointed out that 
past letters are very often required for future 
reference and sometimes for legal purposes, therefore, 
nfn c .si mile. (that is, an exact copv) of every outgoing 
business document must be kept m the office 

^Methods o! Copying — Formerlv, a copv of 
a"' letter had to be written out bv hand , it was 
a laborious and time wasting process Mistakes were 
often made in the copies, and not being foe simtlet, 
thev were not accepted as true in the law courts. 
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Moreover when in a modern business office many 
letters have to be copied tally this method of hand 
■copying is altogether unthinkable Hence to meet 
these difficulties other methods of copying business 
documents have cotae into use They are — 

1 The Press copying Method 

2 The Carbon copying Method and 

3 Copying Machines 

Facli of the above methods will now bo lescnbed 
in somo detail 

The Press Cop) hi,, Method 

We roquiro seven things to copy a Jettor fn this 
way — 

<1) The lion Pres* 

(“) Copying Ink or 
Pencil 

(3) A Letters Copy 
Book 

(4) A cup of \\ atcr 

(5) A flat Dm*) 

<6)Oilel sheets 

and 

(?) Sheets of Blot 
ting paper 




302 


BUSINESS TRAINING 



•VpV — Tfcr Lctters-Cojy 
!s~ol 15 made op ci rerjr ihta 
JcarrS called tissue ibee-is which 
»ie nctnbeied semllj ca ©uly 
Dae side cf the page at the ngtt 
top comer. In some boohs I he 
Irares are tjm e ihich bci ibey 
bare the qcibtj of absorbing 
•nV. la the beginning in this 
booh sons pages bare ruled bees 
»ad on the octet edge of each 
page there b punted an 
alphabet — A, — B, — C, — D_ — 

N. V, Z These rages 

are meant for writing the lodes. 


j How i o Copy a leiter 

(q)^A baDd.WTillen Jeller. — First, the letter 
must have been written with the copying ink (or 
with a copying pencil) and allowed to dry. Now 
take up the Letters Copy Book and open the 
page on which you want to copy the letter. 
Suppose it is page 4 Place an Oiled Sheet on 
the hack of page 3, and turn over it page 4. With 
the brush and water dampen the back of this page, 
taking care not to apply water on the numbered 
corner and at the binding of the book. On the wet 
page place a sheet of Blotting Paper and then an 
Oiled-sheet. Close .the Book, pre's it tightly in the 
Press, and take it out. Open the Book and between 
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tho wet page and the Blotting Paper no* place your 
written letter facing tho wot pago Close tho Book, 
carefully and press it again /im/p for about half a 
minute On opening the Book a fac simile copy 
{negative of course) will appear on the back of pago 
4 which can be read correctly from the other si le 

Iho two oil shoots should bo left in their places 
until the pago is quite dry 

A»f — rypUcnjanOt 1 sheet an I s T otting r*pcr in front of 
each ] ige «eve»» p«"ei cm / 1 laitipcncf on" after another »n I Iheti 
upo a I ren letter* c>n be copi-j together 

(/;) A typed letter — When we lure to copy a 
typed lotter {which must bo typod with a copying- 
ribbon) the method differs a little Proceed 
thus — 

Opon the pago where the letter is dostred to bo 
copied On the left page place an Oiled sheet and on 
it a sheet of India rubber or linen which is already 
kopt moist in a Bath Tray Turn over the right leaf 
and on its back place tho tj pod letter facedown 
On tho lottor place a sheet of Blotting Paper and an 
Oiled shoot. Close the book and press it tightly for 
about a mtnuto The copy will appear on the wet 
page 

NOTr- i l O Cfjr—S met mrnlow ott.tr* coiy of * le ter 
ii ati re pine 1 It Can tie M» Be 11 y placing • )oo*c > eet of pint 
(of the time k i»l at in the 1 o V) in front ol the p»£" 0 n *h h the fr*t 
Copy of the letter ii to e me When the I outhl u-> pa-" ll 1-ein; well" t 
enoa~fi *ater m««t l>e «pp el that the loo*- pa~r may in le Jsm- 
penel lhor>0£h y The rrit of the ptocen i» ihe tame at or-tal 

Caution — In tho Iron prossCopj method one point 
to ho carefully noted Is that tho moisture in the paper 
should bo of right amount Since if there is too 
much water the ink will spread mixing tho words 
togothtr, and on tho other hand, if tho paper 
remains too dry th« copy will ho faint or it might 
©v» n not come at all 
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S/p lei She s — If »nr Wf cf the Leners Copy Look is fpo2“d 
somehow Jt should be caac“lt>-d be* not torn oc* or rsaoreo, becsns- 
0 *ber« is- the pa-e-ccnbers trill b» a n »eied and sa b a boot will cot be 
recognised in the Conit. Torn oct shoe's shod d b» repaired «rb gnm. 


ThetXlarbon-CopTing Method 

This i<5 the simplest method of copying letters , and 
the copy is produced just when the letter ic being 
written or typed. 

Duplicating Books — Orders Invoices Receipts 
etc., are generally copied m what are called carbon 
Duplicating or Manifold Books. The-e books contain 
printed forms of the above named documents Each 
two leaves bear the same serial number and the 
upper one is perforated near the binding A sheet 
of carbon paper is inserted lace down between each 
pair of leaves, under which is placed a piece of tin 
or cardboard. The writing is done on the upper 
page with a pencil The written sheet is torn off aDd 
the copy remains in the book. 

Type Copies— Now a-davs letters are mostly 
typed on a type machine and so the copies are pio- 
duced as follows" — 

A carbon paper is placed between two plain sheets 
and they aTe fed into the typewriter such that 
-the carbon paper faces the sheet on which copy is 
to come While the letter is being typed it is also 
being copied. Thus, two or more copies of the 
same leiter can be produced by using additional 
sheets and carbon papers 

The be=t method of the above is to gum on the 
top at the back of each letter *-heel a thin paper* 
known as a “ fhmET* ’ The great advantage of thi« 
is that the typi E t has simplv to slip the carbon paper 
between the two sheets, and the whole can be most 
.easily fed into the machine. 
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Copying Machines 


We are living at presont in the machine-age ; 
much of our work can bo done by machines far 
more easily and rapidly than ourselves. Machines 
invented for purposes of copying letters are general- 
ly called ‘Rotary Copiers,' because it is by the rota- 
tion of certain parts in them that a letter is copied. 
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The Rotary Copier— How to use it 

A. roll of specially manufactured paper Is fitted 
ipto the machine, and its froe ond is attached to a 
cylinder Under the roll of paper there is a rub* 
ber roller Letters to be copied are place*] on feed 
hoard in front of the macnine When tho handle 
is rotated, each letter is pushed in It is gripped 
between tho roll of paper and the rubber roller, 
and is carried away to the other side, whore it 
drops into a tray. Tho copies of letters come 
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one by one on the roll of paper, which goes on wrap- 
ping round the cylinder Afterward* the copies are 
cut off with a lever Lmfe m the machine 

Note— After the lei en ate copied a rubber s’aiap b-anag the 
word COPIED is pat on ea h letter, so iha i nay do be copied 
again 

./ 

."Comparison of the Three Methods 


The Press copying method takes much time and the 
copies are not quite neat and clear But it has one 
great adrantage in that the signature on the original 
(and al*o corrections, if any) appears on the copv 
as well Therefore, except in some Government 
Offices, it is not much used by business men these 
days 

The Carbon method is very simple, neat, as well 
as cheap, but signatures have to be made on each 
single copy and this surely takes time Again, 
in law courts such copies are not always recognised. 
Still, because a good copy can be produced just along 
with the letter, this method is being much used m 
almost all offices Such copies are also easy to file 

A Copying Machine though very quick, «imple, 
neat and complete, is a co*=t!v thing Hence it can be 
used with advantage only in verv bigbusine s office®, 
where a large number of letters have to be copied 
every day The greatest advantage of copies taken 
out on the Rotary Copier is that they are fac stmtle 
impressions, together with signature*, of the letters 
sent out, and being loose they can be filed along with 
the letters received 

Test Questions 

X Wfca is the need of tcepio- eop « cf Octwarj Ccrre*poo- 
denee ? Do you copy your pi Tale leUen > If col, wfcy ? 
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2 What do you understand by the Routine of a business «.S t 1 
What part do ■* correspondence play therein t 

3 How lathe record of Oulwarl letters kept ’ Naire a r 1 explain 
the different ways of Copying letters 

4 Describe briePy the Copying of (i) hanl written lttieri ( ) 
typed letters, on the iron Press »Noie the diffcr-ocr >o each case 

5 Is it possible to get two copies of the same Idler by th E Fttrs 
Copying method , how ? 

6 Which of the Copying methods is the best in your cpiniun i 
Give reasons 

J Write sbcri notes on .—The Letters Copy Lock, Marifold oi 
Duplicating Book, A Loose Tress Copy, Cojyirg lath, 'h ollow op 
system, a 'Repeat Order', and a 'flimsy 



CHAPTER II 

Indexing the Letters Book 


When a number of letters have been copied in the 
Letters Copy Book, the finding out of any particular 
copy, whenever required, must certainly be a matter 
of great worry as well as delay But a way has 
been found out of this difficulty by keeping an Index 
to every Letters Copy Book. 

An Index is an alphabetical list of matter in a 
book, showing where each topic is to be found Such 
a list appears at the end of nearly every big book, 
And the student is expected to be already familiar 
with it. But the index used for business books differs 
largely from indexes found in ordinary books It 
has two forms (1) the Book Index and (2) the Card 
Index, which is explained in Chapter IV* 

The Book Index — It consists of some ruled pages, 
with sheets of blotting paper between them all 
bound up in the beginning of the letters Copy Book. 
On the outer edge of each page is printed an alphabet, 
and the edges are so cut that the letters A, B. C, D 

X, Y, Z, all appear together one below the other. 

Indexing means to keep an index, which may be 
done eithar on the Simple System or on the Vowel 
System 

(a) Simple Indexing— In this system the names of 
customers are written in the index-pages according 
to the first letter of each name AH names which 
begin with ‘A*, will be written on the page marked 
"‘A’ ; those beginning with ’B*. on page'B’ , those with 
'O’, on page ‘C, and so on The last page isfusually 
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marked with XYZ and is meant for names com 
mencing with each of these alphabets because such 
names are very few Against the name of each per 
son or tartn are put down the numbers of the pages 
on which the letters sent hav e been copied Note the 
specimen below — 


Simple Indexing 


Adams, John 
Ahmad Khan N Sons 
An olak Ram & Pros 
Abdul Kareem & Co 
Asa Ram Janki Pr sad 
Alexandra A Co P 
As atic Trading Co 


A D —European names ar ndcae .1 accord nj lo the famine 
lhat h the Iasi pail of the name In the above the c rreel names are 
'J)h i Alim i and P f xiii'a \Cj hen ndex nc the nimes 
words such as 'It Messrs Ual u Seth Esq shoutj be left 
Oul and svotds I ke Dr Sr Lori M ss Mir ele shou I be 
placed afler Ihe rram- 

Tbis system of indexing is useful in email ofiices 
only In largo firms companies, banks etc whore 
thousands of names have to be indexed the rowel 
system Is far better 

tf>) Vowel Indexing— Hero each page of the index 
fs divided into &ix sections in accordance with the 
six vowels — a,e,uo,u,y and a name is placed tn 
that section ichtch corresponds icith the firs ‘ loicel com 
tmj after the initial letter of the none The names 
to be written on any page must all begin with the 

e 
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sa oa alphabet as marled on its edge. The following 
illustration wsll male it clear . — 

^ owrel Indexing 


A 


1T 

Anand Sararcp & Sons 


J. 7 


Ami a Satin &. Co 


9 


Ahmad Husain Ibrahim Khio 

- 

,6 


\llea L Co . G 


2, 11 


Alexandra Cinema Co. 

“ 

>4 


Kztt Uddjn £. Eros. 


I 


^mir Husain &. 5 •'=5 

_ 

4.5 


Asiatic Trading Co 

~ 

t: 

* 

AmolaV Ram Ratan Lai 


5 


Arota Bros &. Co. 

“ 

*S. »9 21 

“ 

Abdul Salim, Abdul Kanmi Sons 

- 

ID, 17 

J 

Addy Benjamin, M 

- 

6 , 13 


AVr— In actual practice trlh 1 he tides of a page tie ntBtted, 
mst-ing 3 trctions cn the froc* and 3 on the back- Sometimes when 
names ate many six pages nf the I does may be used for ea-h tlp^ab-t, 
e y., one page fti ‘Ao’, one for ‘At’, one for ‘At’, one for ‘A/, cue for 
■Ax’, and one for 4 A y. 

Cross Belerence— It is a derice to facilitate the 
searching oat of a letter in the Lefters-Ccpy Boot. 
The various copies of letters sent to the same person 
are marled with a fraction. The numerator indicates 
the page number of the pervjon« letter, and the 
denominator indicates the page-number of the letter 
following. The Cross Reference is also known as 
*Page Index or Cham Index' and is usually done with 

e 
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a coloured pencil ot tbo tune when a letter is boing 
indi xed 

The chief use of a Cross Reference js that while 
searching for a letter it points out at once tbo page 
of tbo letter (of the same person or firm) going just 
before anil the one coming just after W.hi.D not 
to look at the Index a C am end ecain It tlmunn 
time still further The folloMinB ilieftrem clearly 
explains it — 


I iget In 1 

Ixtiieiil py 
1 ok »how •- 
jng Cros* 
Reference 


1»C'« '" ,h ) 

1* *.« C<n y 

Hook »how > — 
jng tWM I 
lltfetence J 
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NOTE-— The zero id shows that there is no letiei prerujs to 
it ; and the Mach id 17? means that tb-re u no letter farth»r 'Vfcen 
any more letter to T Ben»on A Co , is copied (say on p»ge 235) it will 
be completed as and then C»o*s Reference on page 233 -k ill 
appear as 207 until further letters. 

Test Questions. 


I, Whs* is an index? Name its hinds, and explain the Book - 
mdex. 

2 Exp’am and illustrate ‘Vowel System’ of indexing How does 
it differ from ‘Simp'e Index* ? 

3. From the following prepare (1) a Simple Indea * ({) a Vowel 

Index 


The Modern Boole Depot 
Mono* Lai A Sons 
Mohan Bros. A Co. 

Ha;i Mohammad Buksb, Kareem BuVsb 

T. Morns A Co 

The Modem Trading Co 

Pt. Monil Lai Sbirma 

Messrs. J Mead A Co. 

Mestrs. Macmillan A Co. 

R. Mmto A Sons 


- 9. *3. * 7 
• 3.7 

- 1, to, 19,25 

- 2, S, 11 

- 4, 18 

- G, is. 17. 26 

- 5 

■— 12, l6 

~ 15 

- 20, 24, 31 


4. What is a ‘Cross Reference’ ; Is it the ssm» 25 s ‘Letter 
Reference’ ? What useful purpose does it serre ? 


5. Suppose letters to a certain firm hire been eopied on the 
following pages of the Letters Copy Booh, show the Cron Reference on 
each page S' — 

42, 57. 73. Si. 99. 115 


6. Is the Index still necessary, when yon mark the Cro*» 
Referent* on the copies in the Letters Copy Book 5 D s*u«j . 


9 > 



CHAPTER III 


Making up, Recording and Despa idling Lellcrs 


Folding — Business as well as Official Letters 
should always bo foiled very neatly beca iso care 
lessness in this respect creates a bad impression 
about the sender Care ami neatness always win 
confidence, self rospoct and goodwill, which are 
so very essential in busine-s \ letter should bo «o 
folded as to fit the size >f tlio mo P« u std - 

Tho papers end envelopes u ost commonly used 
are of the following sizo 


Papers 

1 Note Paper 8" *5 1 

2 Lottor Popor 7" *9 2 


3 Business Lottor 3 

paper 10}'* 8i 4 

4 F o o 1 s c a p » 

paper 1 3 3 XB - 


Lmchr s 

bquir 5} x4l’ 
Oblong 45x22* 
Commercial G’X3J 
Ofhcial 9 X4 


H„wto tow Tho 

th» proper of to Wipe d „ ,i for 

kind of envolope Studen s 

themselves— 
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(3) Fora Square Em elope, fold — 


_A Note Paper, 
thus 


A Business 
Paper, thus 


A Foolscap 
Paper, thus 



(2) For an Oblong Em elope, fold— 


A. "Note Paper, 
thus 


\ Business 
Paper, thus 


A Foolscap 
Paper, thus 
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O) loro 

A Note Paper, 
tllUH 


Commercial Pm elope, fold— 

A Business Foolscap 

Paper, thus : Paper, thus : 



(I) I ««r o 
A Note Pa| < r 
thus 



I ooloi-iip I ntelope, fold — 

\ Business A Foolscap 

Paper, thus Paper, thus ■ 



Addressing Lnvclopcs-Tho address s on mvelopes 
. \ Lrs .hduiilD written <juito correctly and 
SSilj If an nddn «< l« not complete or is Incomct- 
iyljirltfl*. the letter « ill not read, the »Mre«M In 
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time, or even it mav not be delivered at all The 
writing should be bold and legible, the whole addre= c 
being spread on the lower half of the envelope accord 
ing to its size 

How to write the Address— The name of the 
person, firm or companv is written in the firs line 
The designation or occupation, the street number 
name of the road or bazar is written on the second 
line, a little to the ncht of the first line The name 
of the place it«elf is written on the next line towards 
the right 

If the place is a small town or a village it should 
be underlined The name of the district, province, 
state, or country (if necessary) should be placed m 
brackets at the right end. 

Should a letter appear to be rather heavv do nof 
forget to weigh it on the Letter Balance, and then 
affix stamps accordingly at the right hand top corner 
of the address side 

I’vcte. — 1$ is vny important th-ct the De«p» ch Clerk is well 
acqnain ed with the latest rules of the tO'ct. He should better keep 
a copy o' the Post*] Guide to be referred to in case of any doubt is tr- 
ibe amonn of postage and other regoUjocs ] 

Specimen \ddre e « 


Stamp 

l i i 

I anna 

2 ,Iee*r<= Macmillan &, Co , 
94, Bow Bazar Street, 
Calcutta 
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The Address Book— Tho addresses of various 
customers nay bo copied from tho letters received. 
Ai a genera) rule, however, an Address Boot: Is kept 
in which the names and addresses of all regular 
customers ore written up in alphabetical order. When 
tho addresses aro kept on Index-cards, (as explained 
further) this book is not necessary. 


A Specimen page of on Address Book 



Nat * 

A.»«m ( if 

Marmitlsn t 

C 

I oolc Selim, 

294 tow t aZtf StrreC, 

Calcutta 

Motrin Ti. 

ling C • 

Ni*»' c»nj, Kirn; ur (U 1 ") 

Munnalnl ' 

Sort 

S >«[> Mrrrhantt, ham’ioh G»t« 

WretM C.tf 

Mnhammsl 
l *kh»h 

I alii th Karir 

11 General Merchant!, filar ' 

I’a/tr, t MM. 

Central 1 »nk 1 iJ 

27, Charxlnl ChoiaV, Delhi 


The Letter Sorting Rack— Orest attention should 
be pail to putting letters In tholr respective envelopes 
together with correct enclosures, If any. To avoid 
n {stakes a letter Sorting Hack Is sometimes used 
for this purpose. It is a woodon almirah with sovora! 
divisions, «ach marked for a certain class of letters 
or documents As soon as lettors aro copied, they 
are placed along with their enclosures in these 
divisions to ho ready for the despatch clerk. 

The Postatfe Book— When the Despatch clerk has 
got read^nll the letters, parcels, etc, for the post. 
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be records them in the Postage Boob, the form of 
which is shown below — 

The Postage Booh 


la ^h° 



Name sad address 

Kind of 

Trme 

Postage 



C 



1 


Ri. a. 

p 

i'M'I 


1 


,Rs s p. 

Cash A 5 

3 

Dec ' 

1 

.AtsolaV Bam Brian 
Lai, Poor. a. 

Letter 

£-30 

A M J 

0 1 6 

Stamps 5 io 

9 


Fnecd L Co , 

Card 

4 P M 1 

009 

10 o 

o | 

_ 1 

G Allen A Co, 

London | 

Parcel j 

roA *i J 
1 

130 



1 2 

| 1 

National Tiad ng 1 
Co Madras. 

Regd. Letter 

» P M j 

0 a 0 




Imperial Panic, l 
Delhi , 

Telegram 

i 

9AM 

090 


The objects of beeping a Postage Boob are — 

(1) Betters and parcels, in doubt, can be traced 

out, 

(2) A. correct record of all postal expenses can 

be properly hept, 

(3) The clerk cannot mis use the stamps or 

postage money given to him, 

(4) Certain postal expenses to be recovered from 

customers can be easily known 
The Parcel Post Register.— OrdmarjJv, a receipt is 
obtained from the Post Office for any parcel that 
may be sent through it 14 hen «uch parcels are few 
the receipt is given on the Post Office forms , but 
when the number of parcels to be posted in a dav is 
large, it is usual to enter them in a Paifeel Po«t 
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Book The receiving clerk at the Post Office puts 
the d itc 1 1 imp in a column of this book. together 
with thi number of parcel* received and his sig- 
nature 


Pored Post llfgislrr 


Dll' 1 S>if> »n>! ullrcii lit ;fl 


19JJ Tol»» 

J«n 1 Snt N» h Shree V*th 1 15 

K» r I*' t 1 

R» «, p 

I O £»rp 

Ri [»i 1 LS»»*«d ^ Si 

1 n < (h Merc! »n » j 

0 S 0 

\ 1 * VII Jewel 2$ 

In 14 Ch pH 

C» 1 » « 

040 3 

II Alr.I 

The Peon Book — \\ henover a lotto r or a parcel Is 
doliverel in the «amo cit> through a messanger or 
servant the record of such articles is kept in a 
separate Peon Book Tho adhere* to signify 
that ho has luly received the articles sent puts down 
his initial-* in till* book The word ’Hand is written 
at the top left-hand corner of an tnv t lope so deli 
vered an 1 if answ or is desired, *»\wait Answer is 
also adde 1 . , 

Peon Book 

Date A ' If '"* e 

f trrl If »» 

| of c‘ 

j Arfce Receive? 

tVio M(«a Sh>TTr» Tto* 4 . Co 
‘ \|« I_ s» M.tbir 

j a S tl ;h Stkj'l- 

r»? el f / jlirnj 

let e» _ / S }•, l.e 

^ 19 I Tie A:" Icn-'eiUl I » k — 

e 

U ef , 1 1 / 




|cllT Cash Hook (On The ImjirrM System). 


AND CORRESPONDENCE 121 



| 

a 









CHAPTER IV 

Filing ami Indexing 


Inward Correspondence —Inward correspondence- 

means the letter® telegram® and other paper- 
received into a business office. 

The Inward Letters Begister —As soon as all the- 
in-coming letters have been opened and Tead bv 
some responsible per-on in the office, the recemng" 
clerk marks each of them with ■» «enal number and 
the date of receipt A rubber Dating stamp i® 
generally used for tbi® purpose A brief record of 
each letter is then made in a Letters Register, which 
is also called ‘Inicard Letters Bool \ or Letters 
Becened Boot* The following is an example : — 

The Inward Letters Register 


Place I Subject Ketnarl* 


Macmillan and Calcutta Price List Filed 


I 2 Gaya Prasad and »gra Order Goods 

i Son*, supplied 

] - Katn D a y a 1 Aligarb O c er for Refused 

I l Sbarma, ’ Agency 


s' Tbe r»e»f Pap«*r Luctnoir Samples Ap.rcrvid 
1 | MPls Lid, 
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There are three fol l objects of keeping tin* 
book 


1 It forms a complete record of all tho letters 
received daily into an office 

2 Sufficient information about a letter is got 
from this book, and therefore it may not often be 
necessary to read tho letter itself for reference 

3 The ‘Remarks > olumn at once draws atten 
tlon to a letter which remains unreplied, for it mil 
bo blank in that caso, such as letter No 4 in the 
above example 

Preservation ot Inward Corresponde/iee-^Modern 

business requires tho handling of a vast number of 
Jetton both inward and outward an I it is of utmost 
Importance to a business man to bo able to find out 
a partfeufar /ettor rccoiv*-<f or tho copy of a letter 
issued with least possiblo delay and worry 

In business ‘timo is money , and any time lost in 
searching for letters means so much un mcessary 
loss of money or at lea«l delay in ejecting husint-g. 
Secondlv if past letters could not be secured ns and 
whin required it would be a source of much mental 
worry to tho»o who manage the lu«in*«* and so 
they cannot carry on Ihur work as efficiently as 
they should otherwise do It is win every up to* 
date modern busmo«s always make' use of several 
devices for preserving correspon ience in such a way 
that reference to them can he ha i as easily and 
speedily as possible 

o have alrealy explained in this connection 
bow copies of outgoing letters are taken out an<l 
properly kept for future reference Now. wi shall 
describe? bow inward letters are preserves! an! for 
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what reasons It is of utmost importance to preserve 
_all inward letters for the following reasons • — 

(а) Thev conta*n the terms and condition 15 agreed 

for the «upplv of goods 

(б) k repeat order* from a customer nece-sitates 

the reading of past letters, 

(c) Law requires the preservation of some 
documents for a certain number of year®, 

(d) They serve as useful evidence in legal case®, 

(e) The result of trading for one year can very 

usefully be compared with that of another. 

Filing is the name given to that method or «vstem 
bv which letters recened (and if possible, al=o copies 
of the outward letters) can be preserved fo* future 
reierence in such a wav that anv one letter, from the 
whole^large group, can be readilv obtained. 
/Xssenlials ol a good Filing System— A system of 
fiMng to afford the maximum advantage should 
possess the following essentials : — 

1. Simplicity The device or apparatus used 
should be simple enough bo that it could be properlv 
handled by anv person of average abilitv, 

2 Rapidity of Reference The arranging of 
papers in their proper places and reference to them 
should be done with the least possible delay. It 
should be self indexed as far as possible. 

3, Safety of Paper*. The papers should be pre- 
served intact, that i«. without being spoiled tv dust, 
insects, rats, etc 

Further, thev should be protected against being 
taben out or substituted bv un authorized persons 
-This requires ®ome fastening or locking arrangement. 
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4 Elasticity Tin system adopted by a busmen 
must not onlj bo suite 1 to its special requirements 
but it must also be cap tblo of being expanded w ith 
the increase in the size of that business and of l emg 
contracted if need be 

5 Economy The filing apparatus should not 
occupy too large a space and also its tost should 
bo reasonable for the size of business di«iring to 
adopt it« 

Thoro is however no one system of filing so far 
devised that may be regarded as suitable for meeting 
the needs of alt kinds of businoss houses largo as 
well as small We know that businesses differ as 
regards their nature and the amount of cortispon 
dence required to bo handled and so a system of 
filing which may bo just serviceable for ono office need 
not bo equally so for another ofiicc Henci it is not 
possiblo to recommend anj particular system as the 
best and suitablo for all the needs of every I usmes« 
office Any system selected must to such that it 
could bo easily adjusted to meet the special requirt 
ments of an offico and not that the office may have 
to a just it«elf according to the natun of the systom 

Methods —There nro three princu a! methods of 
preserving inward letters — 

1 Simple filing 

2 Pigeon Hole Docketing 

3 Draw or filing which ma\ !c done on (i) 
the Flat system, or tb) tin l i right system 


Simple Filing 


A Hire File— The readers of this look must be 
familiar with tl.o was in which Post carts festal 
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receipts vouchers aDd receipts for small payment*, 
and any other piece of written paper which we think 
will be needed later on are preserved by us All we 
do is to pierce these papers on to a hooked piece of 
wire and then hang the whole on a nail \\ e go on 
doing this till either the wire is full or the papers 
are no longer required to be kept with u« W e may 
c 11 it a IFire file 

The greatest drawback of this arrangement is 
that whenever any paper at the middle or bottom of 
the wire has to be removed the order of all the rest 
of the papers abo\e the particular one taken out i e 
disturbed, and it becomes extremely bothersome to 
replace all the papers in their correct places after 
wards 

So this method of preserving papers is rather 
crude and it certainly cannot be jsed for keeping 
letters, important papers and valuable documents of 
big business houses It is, however, mostly employeu 
by small retail traders, and for our private require 

ments Cardboard Files 

Even the card board files which are generally 
used in Government and semi government offices, 
ore not very serviceable for the requirements of 
business houses Such a file consists of two pieces 
of carboard of the 6ize of a F scap sheet, the 
lower one having a flap and a tape to tie round the 
middle 

In modern business therefore other better «orts 
of files are made use of e g a Box File An Apron 
File or a Double Arch file They all belong to the 
simplest system of filing business correspondence 
The common feature of these files is that letters 
are placed in them date wise The file itself mav be 
cut on the table on the shelf of an almirah, or it mav 
even be hung on to the wall if the make of the file 
mits c f tbts being done V. hen letters become 
sufficiently numerous they are removed from the 
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files, numbered con««pnti\ ely lonnd together. and 
then stored awa\ in so no safe place A. brief mdef 
is also sometimes at tiched to each packet 

Some of these simple files are described below — 

The Box-File— It is merely a box, a little larger 
in size than a F «cap piper It is made of card- 



board or \era thin wood Inside it there is usually 
« spring which keipi the letters together in position 
The box Rlt) have a I'd or mi> be upon on the 
upper side 

The Apron File— It consists of a stiff cardboard at 
the top ot which there is a clip to hold fast the 
letters In front there Is a i»tout paper to coter 
the letters in the fi-hiun of an apron But still the 
It tters in tins file g *t dust> and their edges are oftm 
torn. 
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The Double Arch File It corsj«t* of a b»ch board 
with two metal 
arches at the top 
and a hole for bang 
mg the file on to the 
wall At the lower 
end of the board 
there t« a small file- 
punch bv which two 
holes are made at 
the upper end of 
letter*, before tbev 
are inserted through 
the arches 

This file has 
proved verv popular, 
since, while the 
letters are held secu 
rely in their place*, 
any one of them can 
be lifted and read 
through when re- 
quired. The index 
sheet* help the alphabetical arrangement of the 
letter* 


Pigeon Hole Docketing 


Although it is an old svstem of preserving letter*, 
it i* still largelv in use It require* a big wooden 
almirah having 24 compartments There i* a revolv 
mg shutter in the front, which can be pu*hed 
op and down as needed The compartments 
resemble the hole* in a pigeon ne*t hence the 
came Each hole is labelled with an alphabet 
A, 3, C Z 
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Dncleting— Bef re loing placed in tho almirah 
the letters are first 



smtSi 9' * 


folded into a uniform 
size according to the 
width of the compart- 
ments On tho out 
sido of the folded 
letter tho following 
points aro briefly 
noted dow n — 

1 Tho name and 
address of tho 
sondor 

2 The date of tho 
letter 

3 Its subject 
mattt r 

4 Remarks and 
dato of reply 


e,cio« caiwct This ls cane< | . 

Dcclct and is oxtro 
moly helpful in searching for a particular letter If 
the outsilo of a lotter is filled up in writing tho 
docket is w ritten in red ink The follow ir g aro speci- 
mens of dockets — 

Docket of • Idler Docket of *n n*» ce 


I C»)» lrs«l ^ Sor» 

I Agrt 

1 Dtted Jth May '9J$ 

' Oele for 10 Kc»n» 

of l cap 
| Suppllc 1— 
i *th May I9JS 


The E r^tl I »p r M I » 
Ce Lr I 
Ca cj a 
nth jane rgjj 
An-oa t hi joj 4-9 
Cher e » rt for Ft. 

1 1$ 1 Noremher l?JS 


9 
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The ''c« Fr e 




Docket of a ffa esn a e — 

The docketed letter® 

are placed datevi«e m 
different bole® of the 

almirah according to the 
a pbabet® vith which the 
name® of the renders 

begin- After ererv three o- ®is month® (or anr 
convenient period) the letter® are taken out of the 
pigeon hole® Thev are sorted both alphabetically 
and date wise and then tied np between pieces of 
cardboard®. A lsb°l 1 affixed to each bundle thus — 


3»n.— Jen 
1935 


Ol 1 E^s A. 
IWOJC s 

jEO-J OEe 


The handle® are then stored awav u®uallv on the 
top of the \lmirah 

— In a n fiae 1 c wooitl fe Aim r»bs tr» nsud f->i cum. e 
one! 1 e dcIot nv ee». and *•» cmcrt-l 


Drawer Filing 


Thi® 1® newer and better svstem of Sling letter® 
It is becoming mcreasinglv popular. b»cau®e no* only 
Ihe tnirorcf Jeffers i utalso the cop es of o trard letter* 
can ? o h be placed togeli *r It require a filing cabinet 
con®i®tin ,T of a single drawer or more The Jeters 
are placed in th 9 drawer® in i to wavs— Flat «vEtem 
and Upright ®v®tem 

1 The Flat Filing Sjstem— In the Flat or Horizon 
ial svstem of filing the Drawer Files are generallv 
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usoa, of which thoro aro many makes and each 
differs more «r Jon fr m the other, for example. 



the Pilot the ’shannon, etc For some filos holes 
have to bo punched in tho lottors boforo they can be 
placed inside the drawer , in others there is an 
arrangtmont of spring fastening which keeps tho 
pa| ers quito nocure in thoir place Hut the things 
common to all such lilts are that there is an alpha 
botical m It x inside tho drawers and that tho totters 
ilo Mat in them 

Special Features— Thoro are four special lea- 

_ _|— tures of o Flat 

, Pile. — 

1 The 'Shape and 
Position if tfts 
Filt Theslisponnd 
do* tpn of fho»e files 
\ anes considerably 
nemo files can lie 
hung on the wall, 
othi r« are placed 
like a book on the 
shelf of an almlrah , 
and still others aro usually in tho shape of a drawer. 
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4 The Tranufer Ftlei or Binding Casea ~ When 
a flat fl to is full, or at difimte Intervals of a quarter, 
half year or a year, its contents are removed to 
another file catted a Transfer File Tins filo also 
contains on alphabetical index, and tbo dates covered 
by the letters transferred to it are marked on its back 
side 6 e , 'Jrorn lit July to -list Dec. tOIC ’ 


Most usually, however, the letters are jromoved 
to Transfer or Binding Cases (of the 
fame kuo as tho flies themselves) Loiters 
without disturbing tho order in A to II 
which they woro lying in the drawers Juno to ' 
Lubols as shown here are put on September, 
th iso cases which aro also cross rofo l93fi 

rmced I n this way the letters rola _ 

ting to o customor can bo traced back from one 
Transfer Case to another, over a long poriol 

l The Upright or Vertical Filing System— This is 
the most modern and efficient 


system of filing so far devis 
od It is tins system in which 
tho inward letters a« well as 
copios of their rophes can 
both bo (liud togothor 

Papers ar« arrangod in 
folders which aro placed in 
an upright <>r sta/xlinG posl 
tlon in the draper hence it Is 
know n as tho Vi rtical hystom 
of Filing 

A Vertical Filing apparatus 
consists of the following 
things 

1 A Cabinet— For upright 
filing largo on l deep drawers 
<OtneraUr 24'XlO'xlO') aro 



used as the paper*. 
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instead of lying flat remain in a vertical po®i ion 
m them They are fitted into a cabinet, and can be 
pushed m and out quite ea«ih The numoer of 
drawers depends on the size of correspondence to 
be filed All vertical filing cabinets are fitted with 
roller shutters and locking devices to 'e"u r e pnvacv 
and safety fo*- the papers placed m them 

2 Folders — For ea^h customer a folder , trade of 
stout manilla paper, is used. The back edge of this 
folder is a little higher than the front, and on it are 
written the name of the customer and the number al 
lotted to him The letters received from the cu® 
tomer (and also the copies of the replies sent to him) 
are placed date-wi®e id his folder Thus a folder 
contains the whole corre'pondence of each person 
or firm 

The folders being loose without anv fastening 
the whole of the correspondence of a person can be 
taken out mo«t ea®ilv bv lifting his folder out of 
the drawer This provides the greatest facilitv of 
reference 

3 Guide Cards — Each Drav-er contain® a set of 
Guide Cards (made of -strong manilla paper) having 
projectmg tab®, on which is marked an alphabet, a 
number, or the name of a place or some subject The 
function of the®e Cards is to separate the Folders 
into their own groups Ther are held in po®i 
tion by a rod passing through the hole at the lower 
end of each Guide Card 

4 Tran Sler Cases — They are boxes made of card- 
board or wood and are of the ®ame ®ize as the fol- 
der® They are meant for tran'fernng to them the 
contents of a file when it is filled up with letter® 
They are labelled a® u®ual 

5 “Out Cards -These Card® are coloured, and 
similar in ®i^e to the Guide Card® W ben a particu- 
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]nr folder h taken out nt t in drawer an “Out” Card 
is put in its pi jt.>, ifm In mg ontoroiafew parti- 
culars in tho columns rib* I on the card for the pur 
pose Tim particular** limit tho foidor gonerally 
are : («) Namo and address of tin* custonior togothor 
with his number if any (hi tho dato when it is taken 
out , (c) tho name of tho person or department to 
whom it has boon sent 

Whon tho foidor is replaced tho "Out" Card is ro» 
movol. Tho chief advantage o( tho U-o of auch cards 
Is that «s soon as a drawer is oponed tho colour of 
tho card utonco draws attention to tho particular 
foidor which Is out, and that it should bo placed 
back in its propor position os soon as dono with 


Arrungcmcnt of rotifer* In the Drawer 


Tho Folders aro placed In the upright position In 
tho drawer between tho Guide Cards, which aro 
usually arranged alphabetically. They may, howovor. 
bo arranged numerically, each Guide Card being 
marked in rotation with round numbers, such ns, 10, 
20. 70 100, and ro on Geographical or 

subject. wise plan of arrangement of tho Guido 
Cards is also sometimes followed 

(<i) Alphabetical Arrangement.— When folders aro 
arranged on tins plan, only tho names of customers 
aro w ritten on them and they aro so placed that nil 
tho folders of ‘A* names are behind (or before) Guido 
Curd \V ; folders of *11’ names aro behind Guide Card 
S’; tho«o of *C‘ names aro behind Guido Card *C* ; 
and jo on Ksrh Guido Card thus repsrates its own 
folders from tho rost and when any particular letter 
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has to be looled into, these cards at once point out 
■where to find that folder 

(6) Numerical Arrangement. — In tho«e offices 

■where correspondence is heavy it i& better to adopt 
the numerical plan 01 Upright Filing Here on the 
folders, in addition to the names of customers, num- 
bers are also written, and the Guide Cards too show 
those numbers, and not the alphabets. These num- 
bers, as a general rule, are not consecutive, but 
round figures, e. g . 10, 20, 30. 40, etc. The folders 
are arranged m the drawei, m accordance with those 
numbers, behind their proper Guide Cards. 
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Kelp ol the Card Index 

FOLDER. 


~ When folders are 
arranged on tho above 
plan it becomes neces- 
sary to keep an index 
of the numbers in a 



ptan tho Quito Cards I 
vmet s or countries an 1 
names of customers with 


Card Indox drawer 
(orplaino 1 further on ) 
Thus when desiring 
to search for the fol 
dor of any particular 
porson wo shall first 
find out from this 
<^ard Indox tho num 
bor given to him, 
and then bj noticing 
tho Guido Card of that 
vtry numler tn tho 
Lj right Filo drawer 
we shall got the fol 
dor 

(c) Geographical 
Arrangement -In tins 

■ names of listricts pro 
tin folhrs teiring the 
u ir p!ac«s are arranged 


behind that Guide Card to which thov 1 olong 


This arrango nent is maro only whorothnnum 
her of customirs is vorj largo and where th ro is 
regular corrtspondmco to an 1 from the customers 
of cacti hsirict or provma, * ; in tho offices of 
Banks and Insurance Companies 


(ti) Subject wise Arrangement — *5om it ime* it n 
necc*'»fj to filo the papers in acc<rianco with tie 
subject or topic of tho li tti rs for instance corres 
pon lenco rc import of Grammopboncs Ita lio sets 
etc , or contracts embo lying tirms for tho manufac 
turo or supply f some special good* Tin Guile 
Cards aro then marked with tho appropriate sul ject 
headings, and arrange! alphabetical!} Tho folders 
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also bear she same subject-headings and are placed 
behind their own Guide Card 55 Thu« the letters on the 
same subject or topic are placed date wise in the 
same folder irrespective of the names of the writers 

NOTE — Alpha Numero Plan —As the name indicates this is the - 
combined plaocf beth the alphabetical and ihe numerical arrangements 
Its chief merit it this lhat it does not re(]v re a separate Card Index and 
still pos«esses the exactness of the numeccial plan 

Here the Guide Cards are mailed with the alphabets in the die 
tionary order and also with numbers (usually in the form of a fraction) - 
which at once point to the group and exact pnsitt’n of a cu«to-net s 
folder Tht-s this plan provides a quick an J correct reference no matter 
however large the correspondence may be The following example will 
enable us to under'taod this p'an better — 

Soppo'e we bate adopted this plan and want to reach the folder 
of Me'sr Mohan Ercs We shall Open the drawer and tool for the 
Guide Catd mailed “MOH”— on whi^h several names commencing - 
with ihes* Tetters will b» found already written each along with its own 
numerical reference, which inthe case cf Mohan Bros may b- assumed 
as iSf7 Of *bts bo tS points to the section m which the particu’ar 
folder is plsced.a-id bo 7 indicates the exact position of this folder in 
that «ecticn, namely seventh 

Snperiorily of the Upright FiliDg —If we compare 
tbB Flat FiliDg System with the Upright Filing, the 
latter is decidedly better, for the following reasons 

1. There is no need of punching holes in the 
papers and no fastening is required, so much time 
is saved in filing the papers 

2 Each customer’s correspondence is quite se- 
parate from the others 

3 Both Inward and Outward letters can be kept 
in one place 

4 Reference is easy and quick. 

5 Order of arrangement can be changed when- 
needed 

Nevertheless the following advantages are rightly 
claimed for the Flat Filing System : — 

1. Its cost is not much and so it can be used by 
small offices 
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2. It requires a little space, and is usually ar 
ranged on the sholf oi an almirah, or on a table or 
dosk. 

3, Papers remain secure in that r places, and »< 
it is very useful for valuable documents 


The Card Index 

This is a very efficient svstom of indexing, and it 
marks a groat improvement oven over the sowel- 
systom of Book-indoring alroany explained It 
consists of a Drawer or box, homo Guide Cards, and 
a number of Name Cards 

The Guido Cards— Thoso are cards mode of Quito 
thick and stiff papor and each has a projecting tab on 
the upper edgo, on which is printed an alphabot 

The Name Cards— They aro blank cards, about 
5'X3* in sizo. and oh each is written or ty pod the 
name of a customer, his address, folio or other 
numbor. subject heading etc One blank card is ns*d 
for ono name and it is placed in the drawer behind 
its own Outdo Cord, according to tho first lotter of 
the name 

Tho GuUlo Cards oro arranged in tho drawer in the 
alphabetical order with tho Nsmo Cards being distri- 
buted amongst them In tho *amo order. 

They may bo kept on tho simple system as is most 
usually the case, or c\ m on tho loirrf fi/item ncco d- 
Ing to tho needs of an office Tho latter system wil , 
of course, requiro six Guido Cards for each alphabet 
(An. Ae, A I, Ao, Au, Ay ; fli. Do. Di, Do. Du. hy , and 
so on) ; and also tho number Df Drawers will then bo 
at least five or oven more 

Indexing is dcn« on tho Nome Cards Ju«t in the* 
same manner ns on tho pages of a Dook-index 
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another letter may he sent to the customtr if 
nothing more is heard from him 1 

, 6 When the goods are sold on the 'hm> purthoti , 

ms 1 Qlment-pai/ment’, or 'trial-order' systems the 
necessarv particulars and conditions of sale offert i 
to customers can bo most conveniently recorded on 
these cards 

7 A card-index may be used for maintaining a 
record of persons employed in an offico, showing the 
name, address, scale of salary or wages, torms of 
appointment, etc of each 

8 It may be used as an index to Library, Bo< hs. 
Price Lists, Trade Catalogues, etc 

Advantages ol the Card-Index—Tho Card-index. 
being the best system of indexing, possesses tho 
following important advantages:— 

1, It is most convenient to handle, and provides 
very quick roforonneo With tho help of * Damon 
Curds' of different colours further divisions of a 
drawer aro possihlo 

2 Its capacity for expansion Is grcif, ns the 
number of drawers can bo increased when roqutrid 

3 Tho cards can bo u<=ed for various other 
purposes, as alresdy pointed out, both sides of a card 
being utilised if neco'-sory 

4 New cards can bo added in their proper places 
without disturbing in the least the alphabetical 
arrangement of tho cards alreidy there This is not 
possiblo with a Book index *hich requires rewriting 
whenever there is any change 

5. ‘Livo' cards alone, that it those belonging to 
tho customers on the list, have to be handl'd, tlio 
‘dead’ cards being removed to on on’ -date drawer. 
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Postal Information 


(Athpt l/iom th» pa it and Trlegrnph Guide) 
Th*fP»t and Telegraph Department has proved 
of such unmtn&o service to the ci\ ihzcd world that 
the Governuunt of notrlv evory country conducts it 
under its own cire and management This Depart- 
ment carries on the work, of transmission of now, 
small-weight pir-oN, money, etc. both for tho 
general public and the Government To bu'ini'S 
men it is of «p«cul value, since all correspondence, 
which is tho soul of business is carried on through 
tho Post Office 


Working Hour* of the Post Office 


The hours during which postal work is done at 
every post office and tho times at w Inch mails ate 
delivered and closed, are very clearl 5 notified there 
The buMiuss hours are fixid with duo regard to local 
, .nv inn me and work is stopped oxaett) at the tino 
fixed nxcoptinr on holidajs, tho general time tablo 
of work at a Post Office is as follows - 


For Inquiries and 
lteferencos - 

For bale of Stamps 
and Stationery — 

For Registration, , 
Insurance. Parcels, and 
V P Parcel*, and for 
pranlii'K C,rti«c*lo u( 

Order', 

-r, 

fnJ Ci* Certificates— 


From 7 to 8 a. m and 
from noon to 5 p m 

At an> time at vv Inch 
it is open to public 

From 7 to 8 a m and 
from noon to 5 p. m 
lOnSaturda> till 3 p. in) 

Trom 10 a in to 3 j . m.) 
(On Saturdavs till 1 p. m. 
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For ordinary and ex- At any time between 
pre=s telegraphic Monev 8 a m to 6 p m when 
Orders — | work is going on 

For Receiving tele- i The same as above 
grams — J 

All Sundays, New Tear s Dav, Good Fndav, 
King s Birthday, and X’mas are Post Office ho’idavs 
Besides the above, holidays are also observed on a 
number of public festnals in different province® 


The work of the Post Office mainly consists of — » 

1 Inland and Foreign Post 

2 Money Orders and Postal Orders 

3 Savings Banks 


4 Cash Certificates and Postal Insurance 

5 Telegraph and Telephone service* 


Postage Stamps and Stationery— Postal and Tele- 
graphic charge* are paid by affixing postage stamps, 
which together with Post Cards, Envelopes, and 
Wrappers (for News Papers and Packets) are sold at 
all Post Offices Stamp® of small va!ue-£ anna. 
2 anna, % anna, 1 anna, anna®, and 2 annas em- 

bossed Envelopes and Post Cards are also sold bv 
postmen throughout India. 


Stamps are of the following value : — 

\ 4- nna I \ Annas 6 Annas 5 Rupees 

■A Anna 24 Annas 8 Annas 10 Rupee® 

fAnna 3 Annas | 12 Annas 15 Rupee® 

1 Anna 34 Annas 1 Rupee 25 Rupee® 

lJ Annas 4 Anna® 1 2 Rupees 

Stamp Booklets containing 16 postage stamp® of 
1 anna and 1J annas respectivelv are sold at Re 1 
and Rs 1 4 0 each at most Post Offices 

For the exclu=ire u®e of Government Office* 
special stamps bearing the word “Service" or "on 
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H. M S * are issued b> the Treasuries to Govern- 
ment Official. 

Air Mail Stamps of the value of 3as 6a<- and 
12as are also available now at most Post Office*- 

Embossed Envelopes are of two sues square 
(4 X 32") and commercial (6' x 31') , they bear a 
printed stamp of 1 anni, or 1 a 3p , and aro sold 
for the same prices 

Registration Envelopes are of throe Sizes and are 
sold at the following prices — 

73* X 4?' at 0 4 9 each 

9'XGj at 04 0 tach 

143*X5]'’ at 0 4 3 «ach 

Thoso envelopes are lined insile with cloth and 
are much stronger than ordinary envelopes They 
are specially meant for insured .overs 

Post Cards are of two kinds Inland and Inter 
natloral. Thoy measure 5jxji inches and bear 
stamps of 9 pies and 2as each respectively 

For Official use Inland Post Cards with the word 
'Serucc' printed on the impressed stamps are 0 U 0 
U9Cd. 

Wrappers bearing a } anna stamp are sold at the 
following prices 

1 for 0-0-7 4 for 0-2 4 

2 for 0-1-2 5 for 0-2 11 

3 for 0-1-9 b for 0 3 6 

They are used for sending Newspapers an 1 
Packets b> either the Inland or torcign Post. Addi* 
tional stamps should bo put to cover the extra 

weight. 

Reply Coupons— The sendor of a letter to a 
foreign country < member of the Postal Imontcan 
pre-paj the reply by enclosing an lnt- rnational 
Reply Coupon. The addressee on presenting it at 
anj post ofiice of his country "ill be ent .led to 

10 
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receive stamp or stamps equal to the postage on an 
ordinary letter from that country to India Thev 
are sold at — 

(1) 2 1 annas each for Great Britain and British 

Possessions and the Colonies 

(2) 4 annas each for other Lmon countries 
Payment of Pottage — The postage on Cards. 

Registered ^er spapers. Packets and Parcels must 
be prepaid by the senders \l«o, Post Cards must 
beaT tne full postage Letters mav be seDt as ‘bear 
mg , that is the Postage being unpaid or ineuffici 
entlv paid bv the sender Addressees are charged on 
delivery with double the amount due in such cases 
Fran l mg — The Postage on official and private 
Postal articles may be prepaid by impre sion« made 
by franking machines, for the use of which a licence 
has to be obtained from the Head of the Circle in 
which the applicant resides 

The Inland Post 

Postal Articles — The following are the articles of 
the Inland Post — 

1 Post Cards, 4 “ Blind Literature” 

Packets, 

2 Letters, 5 Registered "News 

paper®, 

3 Book and Pattern 6 Parcels 

Packet®, 

Post Cards 

Kmds — Post Cards are of two kinds — Single and 
Double or Reply 

po K ‘uffc— A Single Post ( ard requires on it a 
stamp of 9 pies a Double or replv Post Card the 
«ame stamp on each part 

Other rules— Post Card®, Single and Replv, of 
private manufacture can be u«ed provided that the 
postage is prepaid in full, and that they are not more 
than o’ x inches or less than 4X2* inches, and of 
x’ne vanrfe khwLvAs*. visual h-v th/t P'ir-V 
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<)Hic(> Ni.thjjwj -hoi 1 1 ha attached to a post Card 
oxcopt *— 

(<t) Pi 1 1 ' Stamp ( >r -tamps) , 

(M A "lip (n it more than 2'x!J‘) bearing tho 
namo an l #liln ** of the addressee, complete]]* 
gummed to Hu (. aril . 

(c) A iimilar slip with tho namo and address of 
tho sender and 

If) Drawing's Photo*. Picture*, etc , on very 
thin ptpor tompiitoU pasted to tho Card. 

If a Post Card i* posted without stamps of tho 
full amount it is eent to tho Dead Letter Office 
(D L O ) to In dutrojul 

Business Kepis Post Cards anil I'mclojifa. 

‘‘/Iiisin* s* htplv tords" and "Bit sines* Reply £n- 
u/ipe*’ can ho mit without prepayment of postage 
which will ho collected in cash from tho addrcssoe on 
deliver] 

They are used b\ bu*ino*s men when they want 
that tho customers may bo put to no expenso for 
replying to tho letter* sent to them 

Tho f >1 lowing are tho conditions to bo fulfilled • 

1 Person* desiring to u*o such Cards and 
Envelope* must applv to tho Postmaster of tho office 
to which the Card* or Eo\ elope* aro to ho returned. 

2 I he/* i for tho permit 1* II* 10. payable in 
advance The permit will remain In force for one 
j ear 

3 Such Cards and Ena elopes must bo of tho 
same sue, form and Quality as allow ed for those of 
prirato manufacture 

They should show on the address side tho follow- 
ing particulars — 

(o) Printed name and address of the person or 
firm to whom they are to bo delivered , 
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(6) The permit number 

(c) The name of the Post Office issuing the 
permit , 

(<J) The words “Busmens Reply Cards or 
"Bustness Reply Envelopes 

(g) The words ‘ No Postage Stamps Necessary r 
Postage will be paid by Addressee 

The Rates of Postage are the same as on ordinary 
Post Cards and Envelopes 

Letters 

Postage — The rate* of postage on letters are atf 
follows — 

For the first one tola or less 1 an 

For every additional one tola or less Z an 

Unpaid and Insufficiently paid Letters— (a) A 
letter posted unpaid is charged on delivery with 
double the postage, and a letter posted insufficiently 
paid is charged on delivery with double of the defi 
ciency 

({*) Unpaid letters , with or without covers, if 
not securely closed by the sender are forwarded to the 
P L O for being destroyed. 

Book Packets 

Postage — For the first 2Z tolas or less Z anna 
For every additional 2$ tolas 

or less i anna 

Contents — A Book Packet may contain any of the 
following things — 

(a) Newspapers, Magazines etc , Books , Photos , 
Pictures , Drawings and Map* 
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{/•) ii isinoss Paf r*., such as. Invoices, Bills of 
Lading Itul u> Hh ij.ts Statements of Accounts. 
Insurai ( .i Poiiciea. otc , not being of the nature of a 
person U Utm 

(r) Circulars, that is, printed lottors and notices. 

(d) \\ ritton letters of old date having already 
passed through the post and served their purpose 

(e) Manuscripts for tbo press, 

N / — AM k I trVri shojl I noi rontiin Piper money, l*iit j a , things 

like I sis K <- r r St»rn|>i, Currency Note*. IIudJii, I il lofEicVarcs. 
Chcjwt I mk \ tr«, we 

Stte — \ Hook Packet may bo of any shape, but its 
size must not ho more than 2’xl'xl'. When, how- 
ever, it >s in the shape of a roll, the length must not 
excood 2j feet, and its diamoter, not moro than 4 
inches 

Pacf-tm/ A. Book Packet may bo posted without 
a cover, or In an opon onvo) ope. or in a cover which 
can bo easily removed for the purpo«o of examining 
tho contents at the Post Ofiico 

Penalty — If a Book Packet Is found to contain 
anything forbidden by tho rules of the Post Office, 
or oxc< »<d> tho fixed size, or is improperly racked, it 
will h« charged on delivery at tho rate of letter or 
parcel, uhirhmer may bo less Fostigo Stamps 
ol ready put will of courso ho taken into account for 
this purpose 

Tor an Unpaid or hot Fully Paid Book Packet 
tho receiver will have to pay doublo of tho amount 
duo 

I’nllrrn ami ’•ample Packets 

Postage — Tor tho first Sj tolas or less 4 an. 

. every additional 2} tolas or less, J an. 

Con/rats— A Pattern Fackot may contain • — 

(n) True patterns and samples of trade, not har- 
ing am/ * ilntHc talue , 

(h) Objects of natural history, such as dried and 
preserved animals 
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Size and Weight — The «ize of the Pattern Packet 
must not exceed 2 x 1 X 1 and weight is limited to 
200 tolas 

Packing — Patterns should be sent without a cover 
or in open or removeable covers Samples of seeds, 
drugs, articles of glass, liquids, oils etc , must be 
very carefully packed in such a way that the contents 
may be easily examined at the Post Office if desired 

(Other rules are the same as for Book Packets ) 

“Blind Literature” Packets 

Postaeg — For a packet not exceeding 

80 tolas \ a 

Exceeding 80 tolas but not 200 

tolas 1 a 

Exceeding 200 tolas but not 300 
tolas li as 

Exceeding 300 tolas but not 400 

tolas 2 as 

Contents —Papers of any kind, magazines and 
hooks printed rn “ Braille ' or other type and 
specially meant for the use of blind persons, alone 
can be sent 

Conditions — (o) The packet should contain arti 
cles specially meant for the Blind and should not 
contain anything in ordinary writing or printing 

(fc) On the outside should appear the words 
Literature for the Blind', together with the name 
and address of the sender 

(c) The packet should be posted either without 
a cover, or in an open cover 

(d) The size should not exceed 2 Xl'xl', and 
the weight not more than 400 tolas 

(OtbeT rules are the same as for Book and Pattern 
Packets) 
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Registered Newspapers 

Dtfinthon — V registered newspapor is that publl- 
cation which consists of political or other news, 
or current topu- with or without advertisements, 
provider! that it is p»bl>*h<>) i» numbers at intervals 
of not more than 31da>* and that it has a bonafidt? 
list of subscribers 

Condition v — 1 The nowspapor should he refiis- 
terod in the Office of the Post Master Genoral 

2 The ivord *}ti piste red along with the registered 
number should he printed just above the address 

3 Tho postage should he paid in stamps 

4 The newspaper should bo posted without a 
cover or in an open cover or wrapper, at tho place, 
where it is published 

5. No other paper should 6o enclosed with it 
except its supplement. 

Postage — Up to 10 tolas in weight J a 

Exceeding Id tolas but not 
« xccidmg 20 tolas 1 a 

Tor every additional 20 tolas 
or less 

Parcels 

flatm/ P d i ; —(A) For parcels not exceeding 
440 tola" _ 
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(B) For Parcels exceeding 440 tolas — 


Weight | 

Amount j 

Weight j 

Amount 

Up to tolas— ] 

Rs a p 

Up to tolas — 

Rs a p 

4 «° 


760 

4 <2 0 



800 


S6o ] 

3 8 0 

S40 


600 

3 12 0 

880 

5 8 0 

640 

400 

9=o 1 



4 4 0 

960 ■ 

600 

720 

4«0 


j 640 


Contents — Anything may be sent in a parcel 
except the following 

(а) An explosive, dangerous, or filthy substance. 

(б) Any living creature, except Bees 

(c) Gold coins or bullion exceeding Rs. 700 in 
value 

(r/) Opium and such other drugs prohibited by law. 

(e) Any sharp instrument not properly protected 

Note. — A paicel n>aj alio contain onlj one vtntten papeioftbe 
nature of a letter, addressed to the receiver of the parcel 

Weight and size — Up to 440 tolas or 5^ seers a 
parcel may or may not be registered , beyond 440 
tolas upto 1000 tolas or 12 seers it must be registered. 
It should be packed m a convenient size ; the length 
Bhould not exceed 3^ feet and length and girth com- 
bined not to exceed 6 feet 

Packing .■ — A parcel must be packed, according to 
its nature, in a reasonably strong case, cover, or 
wrapper, so as to preserve the contents from damage 
and loss. 

Other Rules — In the case of a registered parcel 
the postage and the registration fees must be prepaid 
by putting necessary stamps to tbe parcel 
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Every parcel must be presented at the window of 
the Post Ollice. A parcel found in a letter box is 
treated as a registered parcel, this fee being charged 
from the addressee 

A registered parcel i« delivered to the addrosseo 
only when he has signed a receipt for it. 

Registration 

Object — By registration postal articles become 
more secure, as they pass through the hands of 
special officers under special precautions. Cut in 
ordinary circumstances the Post Office is not res- 
ponsible for ony loss or damage of a registered parcel. 
In Special casos the Post Master General may grant 
compensation up to Its. 25 

Fee — The foo charged for registration is 3 annas 
for each postal articlo. in addition to tho ordinary 
postage charge, to bo prepaid by means of stamps 
affixed to the article W hen the article is presented 
at tho window a receipt will bo given for It. 

A registered article is delivered to tho addressee 
only when he has mgned a prescribed receipt, present, 
ed by the Postman, for it 

Special Acknowledgment .— By putting a stamp of 
1 nnnn besides postage and registration fees, tho 
sender of a registered article can got an acknowledg- 
ment of tho correct delivery of tho article signed by 
tho addressee. 

Compulsory Registration — The following things 
have ale. ays to be registered when sen\ through the 
post 

1 A parcel exceeding 410 totals 

2 An articlo to be insured. 

.1 An article containing Stamp*. Cheques, Hundis, 
Note*, Bills, etc. 

4 A parcel which requires Customs Declaration 
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5 Anv article on ■which the word ‘Registered’ 

mar hare been written 

6 A registered article, which is reported 

7 \nv value payable article 

Insurance 

Object — Insurance makes the Po®i Office respon- 
sible for the lO'S of or damage to an article, caused 
during the course of transmission 

Registered letters and parcel®, and ‘value payable* 
registered letters and parcel® can be m=ured at a 
Branch Post Office upto ibe value of Rs. 690 , and at 
a General or Head post Office opto R®. 3,00'. The 
insured value ®hou!d not exceed the actual value of 
the article Under thi® rule, securities, legal docu- 
ment®, papers of value, etc , are all regarded as having 
areal value 

Fees — In addition to postage and registration 
charges, the following are the fees for insurance : — 

Rs a p. 


1. When the value does not exceed 

Rs 100 ... ... ... .. 0 3 0 

Exceeding Re. 100 but not exceeding 
Rs. 150 ... .. ... ..0-10 

Exceeding Ks. 150 but not exceeding 
Rs 200 ... .. ... .. 0 5 0 

2. After Rs. 200, for every additional 

Re. 100, or part of it, up to R®. 1,000 ... 0 2 0 

3. After R®. 1,000, for every additional 

Re 100 ... ... - ... 0 1 0 


All these charges have to be prepaid by means of 
stamps. 

Pachtng — Every article for insurance mu®l be 
carefullv and securely packed in a strong cover, ana 
sealed with wax bearing a private mark, which should 
not be of a current com or of mere line*. All the 
seals must be of the ® 2 tne kind of wax and must bare 
-the same mark. 
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fho amount for w toll an art, do i> Insured must 
bo dearly written tn « .rd, and 

TheBender s na no an i a 1 Ire, tmt.t .1.0 be written 
_ t tllH ifltt-hand lower corner, or on a sep aratn slif 
StaXd • I the article The .met. must be Panted 
at the Post Office window and a roceipt obtained for it 
, « „ nrti^ln insured for Jin 250 or it ss is 

y^e/itcrw postman If insured for a higher 

^n, VC " 1. doltvnrcl only a. If Post Ofa, tnforma. 
don of ItB arrival bung ...» through a po.ttl.n 

Th. seniior r.r.i««' ('«» of charge. an actnow- 
„d 8 m°nr”f delivery, .tgned * * d 

r,"“«n“i' on account of ncg'cct of Pet 

Office 

No compensation hoaever. payable In «« 
following ca.c, — 

, L „„ or damage do. to Ioobo or Improper pact- 

"“'j Ml , dolitt ry owing to wrong or Incomplete 

* M, ‘" |, „ tern delivered to tbe 

3 ° nC ,” dl.gnd the receipt for It 

addressee and ho sign 

, tf tbo sender fad* *° ** ' ® 1 

issss=.T i « 

0fl,cc , arising from the nature of an article 
G Loss an i* K ^ prohibited one or some 

7 H 't* “ r maio h" the sender or the receiver. 

fraud has been ma to 
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Compubory Insurance — For coins, bullion, jewel- 
lery, currencv notes article' of gold or ‘■liver, 
insurance i« compulsory 

If any of the«e things is sent uninsured and the 
facts become known to the Po't Office, it will be 
either returned to tne sender or delivered to the 
addre"ee on payment of One rupee a' penalty, anJ 
th * Post Ofoe tctll be free fror all liability. 

\ alue-Payable Articles 

The value payable (VP) system is verv useful to 
traders as well a« to public, because the buye- pays 
for an article at the time of delivery of the article 
it'elf or of the relative Bill or the Railway Receipt , 
and the 'eller recovers the value of the article 
through the agency of the Post Office. 

Letters, Packets and Parcels (after being regis- 
tered) can be sent as V. P. article', provided that the 
sum to be recovered from the receiver does not 
exceed R' 1,000, and doe' not inc'ude a fraction of 
an anna. 

Perforation — The sender of a V. P article has to 
declare that it i' being sent as the re'uJt of a bonafide 
order receir ed by him 

3 fanner of porting — The article mu't bep-e'ented 
at the Post Office with the prescribed printed form 
dulv filled and 'igned by the sender. 

And, on the article it'elf must be written — 

(q) In the upper-left band corner, the letters 

“V P.** together with the amount to be 
recovered, in word' and figures. 

(1) In the lower left-hand corner, the name and 
faU address of ibe 'finder. 
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Prohibited Articles— There 1 ® a general prohibi 
tion against the sending of the following article* 
by the inland Post — 

1. Any indecent printing, painting photograph 
card or book , or anv postal article having on it an 
indecent, seditious, or offensive marks, design®, etc 

2 Any explosive, dangerous, filthy or noxiou^ 
substance 

3, Any sharp instrument not properly protected 

4. Any living creature texcept Bee® under special 
rule®) 

5 Gold coin or bullion of a value exceeding 
Es. 700, 

G Opium, cocaine, and other simila- drug® 

Ktlt — If i por*l aitic’e it f-CD^ io co=*»ia *ry «f lb's^r 
lhicgs j wiJ be tetvmed to the sendtx. if it is oalv sa'-v-tr-d *o cos’*, o 
*ccb thiols, it tril be aulri “c.cul V*/", »od w iU be -opened aa pl'S'E't 
of the ®ddie»see at tbe post oSee of desuaEJon. 

Express Dellrerj— Unregistered letters, post 
cards and Book Packet® may be sent by post for 
express delivery, on the following condition® : — 

(1) The words “Exprezx Delitery" must be written 
on the address side, ox a printed label with the® e 
word® be pasted, 

(2) Extra Postage stamp® of 2 anna® should be 
affixed to each po®t card or letter. 

(3) This fee and the iiEua] po®tage must be pre- 
paid m fulL 

Window Delivery— Any person living within the 
ordinary delivery area (except at the towns of 
Bombay, Calcutta, and Madras) can have his articles 
delivered to him loo®e at the window free of any 
charge- The addre®see has to make a written 
application for this arrangement. A bag furni-bed 
with lock and duplicate keys, however, can be 
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supplied to tlio Aiidit-ai t on payment of its coat and 
a monthly f. * of He I chargeable in advance 

A ‘window dohven ticket* will be t«sutd to the 
applicant and it will ontitle him to this servico at 
any Post Office 

Late Letters— Even after tho mail is closed, an 
article otthuMter post can be sent by that mail if 
presented within 15 minutes, and stumped with a Iato 
fee at - 

} anna fo. an unregistered articlo , 

’ annas for a registered articlo 
Train Letter Boxes— Letters, cards and small 
nackets may bo posted in Train-Letter Boxes. if 
there is no letter-box on tho platform or within a 
mile of the station 

If there is a letter-box on tho platform, the articlo 
to lie posted in the Train Letter-Box must boar exfru 
out anna stamp as late feo 

?S, " c.ttlficM» ro.y l«f ,r °"> th ° r °*‘ 

0I,, “ tel. beaded 

(1) It ^ . r /> os nn«," and should contain an 

wtirds ^‘ffSl a/dresVeson the articles 

♦.xact copy articles for w Inch tho certificate 

( 2 ) The number of article^ ^ ^ ^ ^ ^ of 

„ required mu-t b rjt^ thrco articles should 

single certificate, which should bear 

a 

f °rt r th in P d«W ib« wfll then put the post office 

S'i « ■!» ««*»“*• 

II 
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Recall ol posted Articles — Inland Letters Cards, 
Book and Pattern Packets, Registered News papers 
and Parcels, while in course of transmission, can be 
re-called subject to the following conditions — 

(1) A written application niu^t be forwarded by the 
sender to a high Postal or Government authority, 
such as the Director General of Post and Telegraph, 
the Head of Local Government, etc 

(2) W ith the application should be sent a statement 
(m a sealed cover) of the reasons why recall is 
desired 

*3) A fee of Pe 1 for each article roust be 
■paid 

\ott — Foreign registered articles of the letter nail and alto 
registered parcels which h»\e not been despatched from India, may also 
be re cal ed 

Redirection — An inland article, which cannot be 
delivered owing to the addressee being elsewhere, may 
be redirected free of charge to another Post Office 
ior delivery to the addressee, provided that— 

(1) In the case of an unregistered article, it has 
not been opened, and has been either returned to the 
postroan or reposted at the place of delivery 

(2) In the case of a registered article it has been 
returned to the postman without signing the receipt 

A ole — If nonce of arnrat of an article has been on e gircn lo tht 
addressee, it will not be redirected 

When a parcel is redirected it is charged with 
further postage at half the pre paid rate, for each 
redirection 

A registered article of which deliverv lias been 
taken for the first time, and which has not been 
opened, can be registered when reposting, free of 
■charge 
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Post Restante — 4s travellers and tourists have no 
dofinito addresses, articles sent to them are 
addressed with the addition of some such words 03 
“To bo called for To wait arrival", etc They are 
commonly known under the French phrase 'Post 
Restanto articles (Pron Post Restant) moaning post 
to wait till called for Such articles aro kept in the 
Post Office to which they are sent as follows — 

(1) For throe months in tho case of tho chief big 
ports of India 

(2) For one month in all other casos 

A V P article is kept for 7 days only 

Identification Cards — This systom has been very 
recently introduced to holp tourists, traveling ro- 
prosontativos of firms, and other persons who cannot 
easily prove their idontity in tho towns which they 
visit With tho possession of thoso cards thoy will 
bo nblo to obtain delivery of registered anJ insnrod 
articles and recoivo payment of monoy ordors with* 
out having to produce witnesses as was of tin the 
case now 

(1) Those Cards can bo obtained at any Head Post 
Office b\ literate porsons who aro well established 
or well known in the place they live 

(2) Tho card will contain a photograph of tho 
holder (supplied bv him) his full description, and his 
signature It will remain in force for 3 yoars from 
the date of its issue 

(3) T ho for such a card Is Re 1 

The Dead Leftcr Office (D L 0)— Articles which 
cannot he delivered duo to illegible or Incomplete 
addresses, a!«o articles which are refused and do not 
boar tho address of the sender, aio forwarded to the 
Head Letter Office <at Luck non tor V P) of each 
province 

Here further attempts aro made to trace tho 
receiver or tho sender within a certain fixed period, 
after which they are destroyed or others l«o disposed 
of. 



164 


BUSINESS TRAINING 


Complaints Against Post Oliice— Letters contain- 
ing complaints against the Post Office must be full v 
pre paid They must be addressed to the Postmaster 
of the office concerned 

If the complainant is not satisfied with the action 
taken by the Postmaster, then he should write to 
the Superintendent of Post Offices of his area Com- 
plaints on matters of special importance should be 
sent direct to the Postmaster General 

Test Questions 

1 Name the articles of Inland Post, and give the rates of postage 

for each 

2 Suppos- you send a Post Card with only one pice stamp on it 
what will happen to it at the Post Office ? 

3 What can be the cheapest way of sending a Book and a 
Magazine to a friend of yours ? How will you pack and post them ? 

4 What is a Book Packet and a Pattern Packet , what things can 
and cannot be sect as such ? 

Give the rules of the site, packing and weight of these Packets 

5 De6ne • Blind Literature”, and give the general rules of posting 
such packets 

6 You have to send a parcel of clothes to a person in Delhi It 
weighs 6 seers How will you pack and post it, and what will be the 
expense 7 

Suppose the same parcel is to be s»nt to Cal utta, will the postal 
expense differ ? 

Can you send through the Post Office a parcel weighing ro seers 
S chataks ? 

7. What is the use of Registering an article , what things must be 
registered ? 

8 A Registered Letter containing currency Notes was sent through 
the post, but the notes were lost. Can you claim compensation from the 
Post Office ? What was the correct course to be followed ? 

9 Does the Post Office pay compensation in all cases for damage 
or loss to insured articles ? Point out the cases w hen this is not possible 

ic The Postman brings a registered parcel to you addressed in the 
name of your brother who is not at home Can you take delivery of it ? 

l\h»t will you do to send it to your brother (») when opened by 
you, when not? 
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The Foreign Post 

The' Union C»untr — An international P tal 
Union has boon osCabh«hod In ordor to maki the 
procedure and rots'! of postage) uniform tmon^t 
tho various countrios of tho worlil Tho countries 
which have joined this Union aro called * Union 
Countnes 

\«<r —Ceylon »od Ton c<e»c InJii ate inclultil in the Inlanl 
I ail of Ini i 

‘ Correspondence —For purpose* of tho Foratgn 
Post the term 'correspondence moans tho follow- 
ing 

I Tow Carts 1 4 I uiiocm Vipers (Lcjil awl 

comn ere al <locum«n it 

* Letters 

J Simpler 

J I tint*- 1 Papers (racial ng 

Mo U» in 1 Newt pipers ) 6. ‘ 1 1 ivl 1 te rat lire ptcWeiv 

Foil Cards — International Post Cards single and 
Iteplj, aro konorolly used for Gruat ISritam and 
othor Union Countries They can ho obtained at 
most pent offices Out I n (an } single Post Cards can 
also be ustd for this purpose, whether nJditional 
stamps are put on them or not double tho deficiency 
being charged on delivery But on Inlan I Reply Post 
Cards ri nt to a foreign countrj full postage stamps 
must be affixed to both hah os 

Postage —On a single Foreign Post Card 2 as 

For Burma -Single post Card I an 

Reply Post Card 2 as 

Lcllcrs— Posto /<• — (1) For Groat Britain Vorthern 
Ireland, bg>pt and other British Possessions—?} 
annas for such 1 ounce or part of it. and 2 as for 
every next ounce or part of it 
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For Burma— For the first tola li a® 

For every next tola or 
fraction of it 1 an 

(2) For other countries — 

3$ annas for the first ounce, and 2 annas for every 
next ounce or part of it 

Size and Weight — A. letter should not exceed 35 
inches in length, breadth and thickne®® taken together 
and 23$ inches in any one direction If it is in the 
shape of a roll, it can be 39 inches m length plus 
twice the diameter, and 31 inches in any one direction 
Weight must not exceed 4 pounds 6 ounce® 

Transparent or Outlook Envelopes — Enyelopes of 
thi® type can be sent uninsured to foreign countries, 
provided — 

1 the transparent panel forms part of the enve- 
lope and is parallel to the longest siae of the addre®s, 

2 it does not interfere with the putting of post 
-office date stamp, 

3 the panel is perfectly transparent and the 
address is quite legible through it 

Such envelopes are al®o u®ed for inland purpose® 

A»te — If pcstege on foreign Idlers is unpaid or is nut folly jrtid, 
■doable the deficiency ■» ill be chained < n dtlie-rr "«-l cb sbocld njt be 
less than 3 centimes in the money of the eountjy 

Printed Papers— Printed Papers include News- 
paper®, Books, Visiting Card®, Proofs of printing. 
Photographs, Picture®, Drawings, Maps, Catalogues, 
Notice* »Dd Advertisement®, etc 

Size and Weight — (The same as for Letters) 
Weight, for Great Britain and Ireland, is limited 
to 5 lb . for other countries to 4 lbs 6 ozs 

single rolome of * bock «n*y »ei£b ep to 6«, lbs. 
postage —I anna for every 2 ounces or part of it 
For Bnrma— 3 an for the first 5 tolas 

A an for every next 5 tola® or le®s.* 
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Business Papers — Bo- ness papers jn elude open 
Letters and Post Cards of old dates. Legal Papers, 
Deeds, B Us of Lading, Invoices, Documents of Insur- 
ance, Pupil s H xercises, Articles for Newspapers, 
etc 

Size and Wtvjht (T he same as for Letters and 
Printed Papers ) 

Pottage — Fora packet not exceeding 

10 ounces . 3 l annas 

For every additional 2 oz orle«s . 2 anna. 

For Burma- The same as on Printed Papers. 

Sample Packets -Tlioy must be bona fide Samples 
of merchandise, not having any saleable valuo A 
ssmpln should not bear any w riling except the name, 
profession ond address of the oddresseo as well as of 
the sender. It may, however, show the date of 
despatch, the Tilepbono number, the Telegraph 
Address, Code used, and Trado Marks 

Samples should bo placed m bags, boxes, or enve- 
lopes, which may be ca«il> opened for inspection pur- 
pose* 

Sue ami Weight I«) For Great 
Britain ond Ireland size should not bo 
moro than 2X1 x 1 . 

I Veight should not exceed 1 lb- 2 oz 

(it) For olhor Union countries size N the same os 
for Letters and Business Papers 

Jn icaght it must not exceed 1 lb 2 oz 

Po’t nje — J os for every 4 ounces or part of 
that weight 

!J «n for every additional 2 oz or les« 

(For Burma the same as before.) 
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Mixed Packets— ' Hmtd PcrLr's meins that Prin- 
ted Papers, 3usme e * Papers 2 nd Sample* can be 
enclosed in the same paccet. 

Pos’cge — (1) If it cor fetus Sniff's /cp-rs — 

For theirs* 10 oz . 3 ^ annas. 

For every next 2 ox or less . § anna. 

(2) If tt con ist m s Printed Papers c-cf Su""pZer 
only — 

For the j5rst 4 os 14 annas. 

For every next 2 oz- or le c s ... | snna- 

<S*OTr-— AS ■pos'»£« ususl Si25j jnepcii r-n *21 t'les* paper* rj>3 

packers ) 

Total -weight should not exceed 5 3b« for Greet 
Britain, etc„ and 4 lb*. 6 oz. for othe- Union 
countne* 

‘‘Blind Literature** Packets 

I'O-’T — These packet* *r* ttfibe scia» t**cie as esr> anted an the 
Inlaid Fast. 

Postage. — For a packet not 
exceeding 2 lb*. in weight l anna. 

For everv additional 2 lbs. or 
]e*s, upto 10 lb*;, in weight 3 anna. 

Bejond 10 lb«. npto 31 lb*. 3 annas. 

IxO-a.— Postage vn such pa-kc*s mis* be felty jrepmd. 

BeglStraHon— Postage— 3 annas for each article, 
to be prepaid m stamps. 

For Spend Achnovledgnevt, 3 annas more in 
addition to the postage and registration fee*. 

Insurance ^Only registered Letters and Parcel* 
can be insured, provided— 

(!) Thev contain valuable papers and documents, 
such as Hole*, Bonds, Securities, e*c. 

/») The value to be insured doe* not exceed £40. 
or Be. 600. 
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(3) Tho insured value doos not oxceed the rtal 
value of tho contents of tho letter or parcel 

Postage -To British Possessions and certain 
other countries — 

When the value insured does not 
exceed £12 4 annas 0 pies 

For every additional £12 or part 
of it up to £60 4 annas G pies 

Acknowledgment fee — 3 annas for each registered 
article. 


Foreign Parcels 

Customs Declaration —Tho sender of a foreign 
parcol lias to make, for custom purposes, an accurate 
mention of tho nature and vuiuo of tho contents in 
full ilotall This is done on a special form obtainable 
froo at any post office, and it Is pasted to tho parcol 

Postage — (/l) Parcels not exceeding SO lbs m 
wolglit aro forwarded as mails to a British Post 
Ofiico at tho following rates : — 

Its a p. 

Not over 3 lbs 18 0] 

Over 3 lbs , but not over 7 lbs 2 12 0 ( Via 
„ 7 „ „ „ 11 ■ 3 15 0 1 Gibraltar 

,. II 2(1 .. C 3 0J 

(£) Parcels which exceed II lbs but do not exceed 
50 lbs (the maximum weight) may also be forwarded 
from Bombay through tho P and O. Steam Naviga- 
tion Co . at 1C as /or each pound or less 

V P Parcels -Such parci Is can bo sent t> Great 
Britain and a fow other places, provided the amount 
to bo recovered from tho addressee, in respect of 
each article does not exceed Us COO and docs not 
contain o fraction of an anna 
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^ porting fee of 2 annas must al c o be paid by 
the sender of a V P article by affixing necessary 
stamps on it 

JtotX — The Moses Older fee is the sane as for iclair 1 \ P. 
parcels. 

Foreign V P Parcels can be insured under the rt'es renting to 
.Insurance 


Test Questions 

t What is the foreign rate of postage for each of the following - — 

(r) Pos* Cards . (') Letters < ) Fnn'ed Papers (a> Sanp’es ? 

2 W hat is mean* by *Bnone*s Paper^ is the For'Jgo Fes’ , what 
is the rate of postage ’ 

5 Cjre g-neral rales cf s re and weight regarding foreign Samples, 
‘Blind Li era tore’ PacVrt and Printed Papers 

4. What fees are payable for(i) Regtsuatjon and ($) Ins-ranee cf 
Foreign attic es > 

5. \ on hare to s»ad a Parcel to So 1 h Africa , A weighs S lbs. 
W hat espense will be incurred if A is fnt (3) Un Registered, (') Regis 
•eied and insored > 

6 Can Parcels be sent otherwise than through the Foreign Pas' , 
What is the limit of weight in both Cas-s ? 

7 line short notes on — 

A ‘Union Country/ Qtrloolc Envelopes, Mined patVets, Cns’omt 
JJecUra'ion, aDd International Post Cards. 



CHAPTER VI 

Monc> Orders anil Postal Orders 

A Money Order (M/0) is an order from one post 
office to another for the payinont of a sum of monoy 
to a specified person 

The person who sends money by a Money Order 
is called the “ Remitter \ and the person who receives 
the sum of a Money Order is Inown as the "Payee ” 

(S) — Inland Mont) Orders 

Limit of value — Theamount of a single njonoj 
order must not oxce*-d Its 600, except sn cases of 
the Government and must not include a fraction of 
an anna 

Hales of Commission — 

1 ui « turn not exeee lioj K*. 10 
Fxctedmg I « lo bui m i ci ecdiD„ R» 25 
L weeding hi- 3 j bill an I r weeding Hi. 3J 
txc*e<ling K» 35 Lui not exceeding K» 50 
rxcscding Kf 50 but oul exceeding Kx 6> 

Lxcecdwg K*. 60 I ul n >1 exceeding K* -5 
tvetedmg K» 7 S but nulcxcceling Kt s, 

I «cee iioq lit Sj bn on exceeding Ha. ico 
(in 1 10 on foe otbrt ion ,) 

How lu send a M O— The remitter must fil 1 m ink 
a money order form (supplied free bj the post office) 
giving the amount and name and address of the 
payee, and sign it On the 'acknouU'ijment portion 
of the form he must write hi* ow n ad ire«» tog* thcr 
with the amount and the name of the parei On the 
‘Coupon* portion he may writ* atij musage hi 
wishes to convey to the payee 
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Tbe form dulv filled in. along with the eun and 
the conjmi"]on fee must b« presented at the post 
office window and a receipt obtained fo' it 

When the monev order reaches the pavee h* will 
have to sign the acknowledgment If he is illiterate, 
he will put his thumb-imp^e^sion in tbe presence of 
a witne « who will sign the monev o*der This 
acknowledgment is then delivered to the remittee an 
dne course 

Telegraphic Honey Orders -When it 1= desired to 

send a monev order bv Telegram, the remitter nm't 
write across the form “Fp Telegraph Ordinary," or 
"By Telegraph Ezpres*" as de'ired 

Charge — The cha-ge for such Monev Orders is the 
commission at the usual ra*e add^d to a telegraph 
charge for tbe actual number of words used in advis- 
ing tbe remittance Beside*. a supplementary fee or 
2 annas i« charged on each Telegraphic Money Order. 

to — \ Telf jrtpbi A6dre*s to Code TVcr^t cacao 1 be sse5 
<3 a Ttl-groptue mosey crier. 

Indian Postal Orders— It is onlT recentlv that 

Postal Orders have been issued bv the Po=tal 
Department for use within India Tbev are of the 


following values — 

Sas. Ki.4 Rs. 7 1 

Re. I Ks- <• Us. S 

Re. I*- Rs. a Rs. S - 

Rs. 2 KS- a 1 Ks. 9 

Re. 2 5 - Ri- 6 He 

Rs. 3 Ra Rs- to 

Rs-3 1 - Rs-7 


Broken amounts up to 7 as (without a fraction of 
an anna) can be made up hr affixing to a Posts! Order 
anv two postage stamps 

The poundage or commission changed in respect 
oi each orcei i« 1 anna. 
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How to tenJ— The por^ >d sendirg a Postal Order 
must fill in ink the name ii the payee and name of 
the post Office where it i- to be paid It m always 
safer to “cross a Po-ta Order, when pavmcnt 
will bo made only throng i a bank. 

Tho purchaser of the Order should retain the 
countor f ill after having fillel in the details care 
fully The counter foil has to be produced whenever 
it is desired to make enquiries in the event of tho 
Order being lost or mis-dehvcred 

If an Indian Postal Order is not presented for 
payment within C month « from the last date of the 
month of issue a charge of ono anna will bo niadt 

After one year a postal order becomes value less 

(II)— Foreign Money Orders 

U) Rupee Money Orders -These ar 0 money 
orders, expressed In rupees, and can bo sent to certain 
fixed countries and places only as named in the 
Postal Guido Rules are mostly tho same as for 
Inland money orders but tho rates of commission 
ore A times higher th in th nr charged foe inland 
money orders 

(2) Sterling Money Orders— Monoy orders ex- 
pressed in £ * d an <l (united to a sum of £10 at 
one time can bo sent to tho United Kingdom and some 
other buropean countries 

ft ites of Com visitor - Sot exceeding £1 4 as 

For each additional £1 or less up to £5 .3 as 

AV -It It-* > > *«** '» C \ . ‘tc -1 1 1* r * ■ <«!. 

cotof I«le .Mm cf Li « >r ihe rtm. oJcr «h* *»"*»» •->** 

» 3 ) British Postal Orders — A. Postal Order is a 

s*ry convenient means of "ending small sums to a 
place In tho British Lmpire 
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British Postal orders for fixed sums (ranging from 
6 d to 21s ) can be purchased at most Post Offices 
m places where there is a large European popula- 
tion or a Cantonment Broken amounts up to 
(without a fraction) may be made up by affixing to 
the Postal Order unused Indian or British Postage 
stamp-, not exceeding three in number 

Note —The rat- at which Indian mone> is omened into British 
money otvttt trsa has to be ascertained frum the Po t Office as it is 
often changing 

Poundage — The charge made by the Post Office 
in respect of each Postal Order is called Poundage 
It differs with the amount of the Order as follows — 


Amount of Order — 
From 6c/ to 2s. 6cf 
From 3s to 15s 
From 15s 6 d to 21s 


Poundage — 
1^ anna 
2} anna 
annas 


flow to send — The purchaser of a Postal Order 
has to fill in the name of the person to whom the 
order is payable He may also mention the name of 
the Post Office at which the amount is to be paid, 
otherwise the Order will be payable at any office 
desired by the payee 

NOTE— A Po tal Order may be 4 iroite<T when it shall be payable 
through a bank only 

The purchaser should also fill in the counter-foil, 
tear it off, and keep it with himself 

Late Fee— If a British Postal order be not presen- 
ted for payment within 6 months from date of issue, 
a late fee at the same rate as poundage is charged, 
and it is paid by putting stamps to the back of the 
Order 

l\crTE. The purchaser can obta n refund of the value of an 

nnused Er Postal Order (but not poundage) at the rate of exchange at 
which it was potchas-d, on presenting the Order and the counterfoil at 
the Post Office of tssue 
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The hr Mail ben ite 

The increasing use >f aeroplanes h is «. n i I the 
Postal Department to tran-mit by air-route s <. 1 1 of 
the articles of Ini and and Foreign Post- lln» 
arrangement is know n as the Air Mail Service 

Letters, Post Cards, and Packets can bo sent by 
air on piyment of special oir mail fees bnch articles 
can bo registered They cannot, howovor, be insur 
ed except for Burma and i oylon Parcels cannot bo 
sont by Air-Mail A bluo label should bo affixed to 
each tar tide on the left top corner of tho address sido 
Air Tecs — Inland 

(1) For a Post Card i un (plus ordinary 
postage ) 

(li) Por a Lottor or a 

packet 1 an for each tola (ptus 

ordinary postage.) 


foreign 


Count ij 

lr«I fir) 
(tnelu i»e cf 
Urinary 
l o«»£t 1 

Ltlltn tnl 

1 » Wett (n 

f°» »Z* 1 

1 

Bv a p 

r,. a p 

(i) Burma 

Ceylon ~ 

lunuj tic Ini » 

(ii) i Crest Britain »n • ^ I»el»n 4 

i EgyrikSulin 1 

3 l»*e« re and Ini 

o i 6 
o i 3 
o i 3 

° : 

o 1 oj * 

4 Aii*tr* • . ! 

e New Ze* jo 1 

6 Union of S Africa . I 

7 

s Uoi>c k ‘ >o s : ■ 

► • 6 o 

!;er ere ry 


12 
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Air-Hail Honey Orders— (1) Inland Money Orders 
maybe ®ent bv air mail, by writing the word® “By 
Air-Mail” in red ink across the form 

Fee — 1 anna for escb monev order i® charged in 
addition to the usual Commission Tfai® is paid by 
affixing po®tage stamps to the Monev Oraer form 
(2) Foreign Money Orders may be ®ent bv air-mail 
on payment of an air fee in stamps for each money 
order as noted b*>low s — 

The words ‘ By Air-MatT' mu®t be written. 

For Burma and Ceylon ... If a® 

Other countries 6 a®. 

The Bine Label— A. blue airmail label, obtainable 
free from the Po«t Office®, mu®t be affixed m the 
left hand top comer of the addre®® ®ide of all article® 
meant for the Air-mail On article® addressed to 
Foreign countries the name of the particular air- 
route should be mentioned in ink ju®t near the blue 
label. 

If the above procedure is not adopted the articles 
are liable to detention. 

The fee for the air route indicated mu®t le prepaid 
xn full, otherwise the article will be sent bv tbe 
ordinary rouleand not bv tbe air-route 

Air-Mall Telegram-Letters 


At all telegraph office® n India inland Telegrams 
are accepted for being transmitted first bv telegraph 
to Karachi or Calcutta and then posted from there 
as air mail letters for countries in the v^e®t or east 
as the case may be 


^ucb telegram® mav be written in plain language 
or code word®. Tho®e meant for countries in the 
we®t should have ‘P AV KARACHI' (and if registered 
*PAV R KARACHI)*, after the name and add/e«s 
Similarly, m the ca®eof tho®e mead for countne- 
m the East tbe indication will be ‘PAV CALCUTTA * 
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Charges— The charges payablo on such tologram- 
lotters aro calculated at the inland ratos (according 
to ordinary or express) plus tfio air-mail fee in addi- 
tion to the usual letter-postage* If the message is 
roglstored this foe will also bo paid 

Internal Air-Mall Sct-s ices 

Tho following air-mail services aro operated twico 
a woek in connection with tho Imporial Airways 
Karachi London servico — 

(I) The Indian Trans- Continental Atr-u-ays Ltd, 
connocting Rangoon Akyab, Calcutta, Allahabad, 
Cawnporo, Delhi. Jodhpur and Karachi 

(II) Tata Son s. Ltd , connecting Madras, Hyderabad 
(Deccan), Bombay, Ahmcdabad and Karachi 

(III) Indian National Airways Ltd, connecting 
Lahore, Multan, Jacobabad and Karachi 

Inland articlis, both registered and unregistered 
(but not insurei articlos or parrels) can bo transmitted 
botwoen any two air stations by tho abovo internal 
services In addition to the ordinary postage tho 
following foes nro charged s— 

i\ts — For Post Cards C pies 

Lottnr or packet upto 1 tola 1 anna 

For evory additional tola or fraction 

thereof • 1 anna 

Mr Mall to Ceylon 

Mi mill c jricjpun tsnee 1 >» L«ylon *• ‘ ™»uni*ic I by It e hmchl 
Colanplro «u nail icrviie Tb« worJi "to W-Ceylon nil I* »n eo 

Th«f«echir;fd.i».t !o«. - 
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Air Mail to Africa 

Mails for the Onion of South Africa Sudan, Nigeria and must 
other parts of Africa (eieept the Equator al Africa) are ac ep ed for 
despatch by «ir from any aerodrome in India They are s»ct from 
Karachi every Wednesday and Saturdav 

Fees — For letters and packets, per z ounce is as fol ows — 

To Uganda, Kenya, etc., 7 is. 

To Belgian Congo, Rbnde'ia, etc , S is. 

To Union of S Africa 9 as. 

On Post Cards it ts only 4a* to «11 places. 

Air Mail to the U. S A 

Air mails for all pans of this country are now accepted at 2ny 
Post Ofice in India for de*p»tch bjthe Imperial Airways up o EngKnd 
and then furber tnn*mission by sea to New % cik The words ‘India— 
England— U S A ’ must be written on such correspondence 
Fees— Teas a Post Card 5 as. (inclusive of postage ) 

For a Letter or Packet io as. per or. ( n addition to postage ) 

Air flails to S. America 

Air mails ftr almost all the chief stales in S America are 
derpatched from Karachi by the ‘Imperial Airways’ to Bnndiw (m 
Italy), Marseilles (in France) and Stntgart (in Germany) for onward 
trans-mrsion therefrom to destination*, by the French and German weekly 
services 


Fees — Rates of fe- differ for different states or group of them. For 
some of the chief states they are as follows — 




i 

jFor Pos* Cards (inclu 
sive of posuge ) 

1 

For Letters and 
Packets — per or 

(in addition to 

! p^»Se ) 




Rs. a. p 

Columbia 

*) 



Equador 


$ as. _ ; 

1 4 o 

Bt Guiana 




Peru 

J 



Brawl 

.. 


2 It O 

Argentina 





1 



Chile 

y 


3 6 0 

Paraguay 

i 



Uruguay 






CHAPTER VII 

Post Office Savings Bank* 

(And Postal Investments) 

Object — The Savings Banks at Post Offices bare 
been opened by tbe Government to enable people to 
deposit their small savings and thus inculcate the 
habit of thrift These Savings Banks are not to be 
treated like ordinary banks for keeping ‘Current 
accounts ' Tbe Accountant General can clo«e a 
Savings Bank account of a person, if he has reason 
to believe that it is being used for a purpose for 
which it is not intended 

Tim° for Deposit — All Post Offices that are 
Savings Banks are open to receive deposits daily with 
the exception of Sundays and Post Office holidays, 
from 10 A M till 3PM ttill 1 P- M. on Saturdays), 
unless otherwise notified 

Who may deposit — Any person mav deposit 
money in a Post Office Savings Bank on behalf 
of 

(а) himself, , (c) a minor, of whom he 

i is a guardian 

(б) a minor relative, ( d ) a lunatic, of whom be 

is the manager or 
\ guardian 

— Only one account can be opened by one person in his own 
came. Minors *nd women whether m »med or tingle e»n also open 
account* in tbeif own names if they so des re provided the money 
deposited is their own property or earning 

Two or more persons cannot open a joint acco-nt, except in the 
name of a known firm or partnership 

Amount ol Deposit. — "So sum le*s than 4 anna*, 
and no sum that includes a fraction of an anna, can 
be deposited The total deposit in the course of each 
year (from 1st April to 31st March) should not exceed 
#«:. 750, after deducting the amount* withdrawn. 
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Al'O the balance m the account at any turn 
not be mor D than Rs r > 000, excluding the 
for the current year. 


’ate — i The Iota) amount at one I cicl t may 
hejon I the above limiti, if pan of it u in»e»ieil in Goverflm 
ci, e g Cash Cert 


■ should 
interest 



1 Money, with interest, is repji 1 to the person who opene ! the 
account in his or hes own name , but in the case of »ir**r,, money will 
n t he repaid, <t,r,e,g tie fend t / mmanij to any one eaeert the 
guar li jus 

How to open an Account. — Any person wishing to 
opon an account has to apply to the nearest Post 
Office stating Ins name and address, together with 
t >o father s nsmo and caste (not for European-.) He 
has to sign a declaration form admitting that the 
rules of the Savings Rank hare been road by (or read 
to) him , that ho accepts them as binding upon him , 
and that he has no other account opened in his own 
namo at anj other Post Office. Ilo has then to give 
his specimen signature to be kept In tho Post Office 
f *r future comparison 

Aa/e—11 he is nn»b e to write he ihoul 1 »fi hit milk or leil t-* 
(he dfcliralrrn, mite jrewncr / * witness *b wt 1 a let >> 


When tho first amount has been deposited tho 
dopositor guts a Pass Book, (free of cost) in which 
entries are made and initialed by tho Post master 
and also stamped with the Office sea! The depositor 
will have to sign a receipt for tho Pass Ik ok 


'Pardnnadnn' Ladies can opon account* in their 
on n names, or through their husbands (if married) 
Or agonts, who will have to produco a letter of 
authority in the prescribed form, and to sisn the 
declaration that tho depositor unler«tands and 
accepts the rules 

Further Deposits — Every time money i« dt sired 
to bo deposittd in tho Bank it should bo tak« n or «ent 
to tho Post Office along with tho Pa^s Root., in which 
tho amount will bo ontored and stamped w Uh tho date- 
seal. If tho account be opened at a Branch Post 
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Specimen page of a Pass Book 


1 

Date | 

P O 
Date 

Amount of each 
deposit 
or withdrawal 
(in words) 

Amount 

ted 

Amount 

wuh 

Balance 

Credit 

5 *2 

>93 4 

3rd Aprd, 

o 

Deposited ten 

Rs a p 

Rs a p 

Rs a p 
10 0 0 

A B. 

5 lh May 

o 

Deposited twenty 

1 f)\e rupees 8 as 

25 8 0 


35 8 0 

A. B. 

3>d June ' 

1 

o 

Withdrawn five 


Soo 

1 

30 8 0 

A.B. 

Aug. 

°l 

Deposited fifteen 
rupees 

IS 0 0 

1 

1 

| 4 J ? O ; 

A.B. 


Interest.— Interest is allowed on complete sums of 
rupees at 2% (or 2 i% sometimes.) It is calculated on 
the lowest balance at the credit of an account on any 
date between 4th day and the close of the month. 
This amount of interest is added once a year after 
the 15th June. 

Illustration.— Interest on the amounts shown in 
the given Pass Book would be calculated thus : — 
(Assuming that it is being added on 31st March of the 


following year.) 

Amounts. 


Months. 


Rs. 10 

X 

1 

10 

„ 35 

X 

0 

0 

„ 30 

X 

2 

60 

»» 45 

X 

8 

360 


430 
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Now interest on Us 410 («, 2 por cent per annum 
for one month wilt come to Uc This turn 

will bo addod to the balance and carried forward for 
next year 


Postal Investments. 


Cash Certificates -Post Office 5-> ear cash certitl 
cates aro obtainable at anj post Office doing Savings 
Bank busiutss as follows — 



A»f/ —The ( wl>»» p\c«»sc<<fO »ixa«*ios to tV« 

conditions of «hc mon-) n irtel 


Tfio purchasor of C«'h Certificates has to fill Ui 
and present an application in tho prescribed form 
obtainable from the Post Office 


The amount *bo« n on a Cs-h Certificate f* pay- 
B l,lo after full five v ears from the date of issue, on 
presentation of the Certificate at the Office where it 
is registered The back of a Certificate has a table 
ahov. mg tho amounts ripayable b> the Post Office 
for different ptriods after the first Sear But no 
interrst is paid if it »« desired to demand the payment 
n itbm a year from t)>P date ot purchase of a certi- 
ficate 
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No person, whether sole holder or joint holder, 
can purchase Cash Certificates of the total nominal 
value of more than Rs 10,000, and be has to make a 
written declaration to this effect. 

Government Secnrlties —The Post Office provides 
full facilities for enabling persons to purchase and 
sell Securities issued by the Government of India for 
its loan bearing interest at per cent or more 
This investment can be made from the money already 
depo«ited in the investor’s Savings Bank account or 
from extra money The purchaser has to fill up 
a special application for the purpose, supplied by 
the Post Office, and mention therein the particu- 
lars of the loan in which he wants to make the 
investment Another application is u=ed when 
it is desired to sell off the securities, which must be 
handed to the postal authorities along with the appli- 
cation The amount so invested by an individual 
during any one official year is limited to Rs 5,000 
and the total aggregate to Ks 22,500 

Sale Custody.- If a person has got a Savings Bank 
account be may tender Government Securities, pur- 
chased through the Post Office, for safe custody by 
the Accountant General of Post and Telegraph No 
fee or commission is charged for this work of pur- 
chase, sale, or safe custody So long as the Govern- 
ment securities remain in the custody as above, the 
interest on them is credited to the investor's Savings 
Bank account, and it is also free from Income tax 

Postal Insurance —The Postal Department also 
enables all Government Civil Servants as well its 
own employees to insure their Lives with the Po 3 t 
Office There is a Postal Life Insurance Fund and 
Policies, both Whole Life and Endowment, are 
issued for a fixed term The one great advan- 
tage of this insurance scheme is that premiums are 
deducted from the salaries of the Policy holders. 
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Test Questions 

1 Htin i>i Sinn;i Bask wrha has the fuel Oi ce ui n such 
Ban.s 

2 Stale the genera! mini is to w ho can open a Sav ) an~ 
ace mt an I whit sun s can be icposile I an 1 bow ( 

3 Desert! e the procedure cl with irawing m'rey from a ' * 

Bank— (i) for self (4) fora l ar I* nsshin lady , end ( ; fur a nor 

« Can a Post Offee Sa«in„ I ank account be transferred h w 

5 Describe clearly how to lit an I rt ftn a Savings Lark 

6 What 1s meant by a 'Dead Account , when does a Savings Park 
account become *dtal 7 

7 Do ) tu know bow and al what rale (jencral y) interest n csleu 
lated or> Savings iaok accounts * Lsplsin. 

8 What is a lost Ofrce Savings Lank I asi Look, sod w'nt is its 
im; ortance ■ how is )t entetc I 7 

9 lreparc a specimen page ol a lass look with st least 6 re entries 
extending over I ve n onlhs Calculate interest on the various amount, 
at ih- dole of lie year 

10 W hsl are I ostal Cash Certifcates, how are they useful as a 
means of investment } 

tl Describe ** many forms of I ostal Inteslnect as joo have 



CH APTER VIII 

Rapid Means of Communication 


Formerly, the means of transport and commum 
cation were verv defective There were few good 
roads and the universal use of carts and pack- 
animals, «uch as bullock®, horses and mules, made 
transport a very slow and tiresome process It 
was also most unsafe At the same time there was 
not much of real trade and business and it was 
usually confined to only nearbv places It is true 
at least of the dailv business requirements of people 
of those day® This was so because the things 
required for the satisfaction of human wants were 
not only few in number and simple in quality but 
a\®o they were produced ot made mostly in the 
neighbourhood of the people 


On the contrary, modern business has increased 
both in volume and variety as well as distance The 
following are some of the special features of 
present day bu«ine«s — 

(a) The market for almost all goods and com- 
modities has now become world wide 

(M The number and variety of goods has not 
only increased but a good manv perishable articles 
have been included, for example, fruits and vege- 
tables, eggs, fi®h and meat, fresh milk and butter 


(c) Prices and rates change daily and even 
hourlv in some cases 

To avoid loss due to delay in disposing of the 
perishable articles and also to take advantage of 
changing favourable prices it became therefore, 
absolutelv e=«ential to complete transactions at a 
moment s notice Accordingly some rapid means of 
transport and communication v ere discovered by 
thoughtful people 
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First of all. the Means of Transport w 0 ro vorv 
greatly improved during tho 17th Centura when 
certain discoveries and scientific inventions took 
place 

With the uso of Steam Power for running 
Engines, Kailw ays and Steam-ships wore built As 
a result of this, carriage of men and goods hecamo 
many times faster and ensior 

Later on, petrol-oil began to bo used in running 
ongines, so motor-cars am lorries came into use for 
transporting passongers and goods between distant 
places. 

Lastly, Mnco tho last Great War wo havo got 
tho Voroplnnt s w lm h fly in tho air with rucIi a great 
spoid that a dist tnce which formerly took months to 
covtr tail ho traversed now in weeks and even 
hours 


Noxt, electricity gave to tho world certain extra, 
ordinary means by which messages roulil bo sont at 
an astonishingly rapii speed Peopto living «t 
distant places in a country, or even different 
countries, can now communicate with each other 
in ns short a tnno ns i* humanly possible Thi so 
rapid means of communication havo played a very 
important part in helping tho growth of modern 
business 

The chief means of Rapid Commutllfallcn are — 
(I) Tehgrams (2) Telephone*, and (3) The wireless- 
eystom 


Telegrams may 
poso to deal here w i 


ch in fro*r I form <1 the «V 
■tp * prfiif I through I »lio I 

gin they l-»«c »ti • l* k un I 

be Inland or Fora yr 
ith tho first 


■ D J A I f/~ 

rv Though 
i'cIj ttr-i 

We pro* 


Inland Telegram* 

Tehgrams sent to or received from places in 
India, Afghanistan and Ceylon are classed as 
* Inland ’ 
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Government Departments as wol 1 as business firms 
adopt a brief address for their telegrams It is 
usually printed at the left top of the Letter papers 
This address has to bo registered at the Telegraph 
Oflico for a foo of rts 20 yearly or Us 12 half'} tarly 
payablo in advanco 


Charges -Inland Telegrams may bo ’Ordinary or 
Express', the charges for each clo«* being as 
follow* . — 



Late Fee— An Express telegram is accepted on 
payment of a late foo during the hours wren the 
sending, recoiling or the intermediate offico is 
closed Ho 1 is chargod for each closed o/Iico w hich 
is required to deal with tho telegram 

Cancelling a Tclcgram-It tho sender of a 

telegram wishes to cancel It before transmission, he 
can do so . and tho charges, fesi o foo <»/ 4 ai will bo 
refunded 

TeleS»»ir« I . lee* It I 1 » If , ‘ 1 ' i’J"-"** »« >** 
ihnutl be Title I T h for «*>e Tele frtr 1 O " et > • r>l ’• r 1 ' ,b * ‘ “•* 
Ofee 

Reply pre-patd— If tho sender wishes to prepay 
a reply, ho should write * /*«•<** “"d the mu >unt 

In tho rpaee provided on the form These words 
13 
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within inverted commas will be charged as only one 
word A Reply Form will be given to the addressee 
who h ay use it for any inland message within two 
months 

Repeating Telegrams — If the sender desires, a 
telegram can be telegraphed bad. fr >m office to office 
on payment of one-half the usial charge , fraction of 
a half anna being counted as a half anna 

Similarly, if the accuracy of a telegram is doubted 
by the receiver, it may be repeated bv paying the 
charge at the u«ual rate for the number of words so 
repeated This money will be refunded should it turn 
out that the original was wrongly telegraphed 

Multiple Address Telegrams -A telegram can be 
delivered at two or more addresses in ti*e same area 
on payment of ordinary charges for the total num- 
ber of words in the body and the addresses, plus 
4 annas for every hundred words in each copy beyond 
the first. 

State Telegrams— All officials of the Government 
(except those on leave). Registrars of Universities, 
and heads of certain special societies or organizations 
can send such telegram®, provided they relate solely 
to the business of the Government 

The word “State” roust be written by the sender, 
and it is counted as one word 

The charge is the same as for pnvate telegrams 
Immediate Telegrams— Certain Government 

Officials having been specially authorised by the 
Governor-General-in Council, on occasions of emer- 
gency and great importance, can ask the telegraph 
authorities to stop all othei telegram® until their 
particular telegram i« passed It should bear the 
word “Immediate” The charge is double that of a 
Express telegram 

fiai Telegrams— A Raj telegram is one sent by 
an official of an Indian State on some business of that 
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«tato Such telegrams are marked ‘Raj bj the 
sender This is counted as one word Tho charge is 
the same as for private one* but it Is paid in norvico 
stamps 


Greetings Telegrams Greetings and messages of 
congratulations may bo sent hj tolcgram at reducid 
rates on occasions of (1) Christmas and Now Year, 
(2) Donah (3) Id < k) Confirment of Titles, (5) 
Wcddir gs (fi) Birthday anniversary and (?) Success 
In Dsaminatu ns 

Tho chargi i- G annas for tho ordinary tclogram 
and 12 anna f r tin oxpross, each consisting of rot 
more than MX » r Is as follows 5 — 

(o) 4 w or is in tho oddrosseo s namo and addross 


(6) 1 word as sondor s namo 
(c) 1 word for tho message which shoull bo 
selected from tho list of ‘stock phrases given in tho 
Guido (Olauso 3 tb IJ) 

Tach adhtional word in items (a) or (/ ) w ill ho 
charged at 1 anna for ordinary tolcgram anil 2 annas 
for 1 sprc>“s In tho roossago Itself no adhtional 

word is allowed 

•S n c ( I e 1 1 r»» * sir lx. ni. l-pfolocel here — 

* i \ 1 r— \ Merry Chr »ln ti an I 1 J a | J JT 

New ^ ear „ . 

Rrm (ul » • ' • ' f ’T M «"T \ ">»»■ 

Lc%r.nJ creel n tf .. lUipyXnM. 

A ll»ipy ''» rl ' u \ 


■llesrly 
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Wannest congratulations 

May this honour be the forerunner of many more 

May God bless the Union 

Wish you a happy and pro perous wedded l fe 

Rejo ced to hear of your success Congratulations 

Oe Luxe Telegrams— In such Greetings telegram** 
the sender may use his own words instead of the 1 
stock phrases given above The special instruction = 
LX = (which is not charged) should be written before 
the address A. fee of 2 as more is charged in addi 
tion to the usual charge according to Ordinary or 
Express 

Press Telegrams are those addressed to editors of 
newspapers and are sent at special rates (given below) 
subject to the following conditions — 

(1) That it is addressed to or from a newspaper, 
the name of which has been registered with the 
Telegraph Office 

(2) That it contains only news intended for 
publication in registered news papers 

(3) That it is written only in plain language, 
intelligible to the transmitting Offices 

Note —In Press Telegrams exchange rates and market prices are 
atlowed at reduced rates 

Charges for Inland Press Telegrams for delivery 
m India are as follows — 

| Un t No of I I Each additional s x 

Class | words I Un t rate | words 


Ordinary 4° 

Express 



Semaphoric Telegrams are those which are ex- 
changed with ships at sea by means of semaphore 
signals at particular ports Every such Telegram 
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must bear the special instruction SEW (which is 
charged for as one woril just before th 0 iddress 
They must bo expressed either In Engl i a /» or by 
means of groups of letters of tho International Code 
of Signals 

Tho chargo for such telegrams is the usi} a i charge 
for Inland telegrams plus 8 annas to bo paid by the 
sendor when sent to a ship and by tho addre^ eo when 
received from a ship 

Duplicating Telegrams— Business telegrams are 
usually duplicated that is two or three copies of 
every telegram are taken before sending jt to 
tho telegraph office v Tnpii ate Telegram Hoof 
is generally used for this purpose thro 0 copies 
being produced in it by moans of Carboy papers 
One copy is sent to tho telegraph office the so 
cond is enclosed with the letter of confirnuittnn and 
tho third remains m tho Book for futuro refc ro nco 
CtatfJrahnf TeJegrMBS —Soon sifter the despatch 
of a telegram a lottor is also sont enclosing a Copy 
or writing tho actual wor Is of the telegram This is 
calkd a letter of confirmation and usualjj C om 
monces with somo such words as — 

(1) onfirmmg our tologram of tills data 
(°) Wo ««nt \ou n tolepram at 8 d M to-day as 
per copy enclosed 

(3) ‘Won ir«! jou this morning as follows — 
Fxamplr — Suppos t w o have to condense tho fol- 
lowing message into a telegram — Prom th*? Bengal 
Tapor Mills It! Calcutta to tho Art printing 
Works Delhi Wo received your nrdor No 34 for 
50 reams of superior 32 lbs paper yester lay and in 
reply have to inform you that tho full quantity j, not 
riady with us just jet W o shall howev, r tale 
onl> a week to supply you tho whole 1°* Ples«e 

let us bavo your ch sr Instructions in this rcgirl It 

»ouJ 1 appear as — 
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T ° xiJr" 




offer a 


Tivb — JSengzI Pifer. 


NOT TO BE* 77 , Ber S J Psfer Vi % A'a. 
TELEGRAPHED 1 Ctrnusr f o:3,Ce mfs, 

Tbe confirmatory letter will be written as 
follows : — 


THE BENGAL PAPER MILLS, Ltd. 
Teleg. “Bengal Paper” Calcutta. 
Telephone No. 1331. 

Circular Road, 
Cclcutta. 251 h Jci , 1925. 

The Manager, 

Art Printing Works. 

Delhi. 

Dear Sir, 

We wired ycu to-day as follows ' — 

“Can supply 50 RamB superior after a week. 
Await instructions’* — We may further point out 
that 32 lb c . Superior Paper is not ready m our 
stock in the quantity you require but the whole 
lot will surely be supplied in a week. 

Please let us have your clear instruc*ions 
in tbi« regard. 



Yours faithfully. 

The Bengal Paper Mills, Ltd 
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Note — ftnie) I o\ta F 
deicnbcd in tic f r*C 0 H" chart r 
Off ce one rt» .1 a ime I 
he | uichascd tt * coil of 2 anna a 


an he ol earned free fror 
*' conttininz Ca font i ~i 

«r| 0 U 


.y v p” 


Tc*t Questions 
(Inland Telegram*) 

I Name a* many rapil meant of communication ai you know of »nl 
po nr oat the peculiar tie* of each. 

l How ahoul la Telegram be wit en how are w ritcunte 1 1 

3 U hat are Ihe rile* cl e anting war i| fgurei i m a 

telegram how n any worJl will lie c mole I in each of the fo fining civi f 

(a) IS L II argavj The S S Victoria 

(f) Kmhna Swaroj » Todi) tw penc* 

(| CL 'latum far Can R*. |ro Jo Ifai 

(0 11/3*0? C LO-Oi 35/37 

4 What ii a Tclegrif hie Ad Iren f How n n cjef.il 

5 What ii the charge for telegram! in each f ihe f lorn g 

sale* i— (») Eipfeir, {*) OrJtnary, ( 1 Late fee, if) Cireel ng ate egra-n 

6 C n lenie the following mctaige irto a io a) 1- te c.ram — 

"Buyer* Ram tfajat an I Son* Khurj* en The *iw ,« l »ich 

Co Ma lr»* Dear Sit*,— "« ahi I *e | Icaie 1 ' be » pt i» I w ih a e py 
ol youi recent price lift (il o trate !| at we intcn 1 > ockin; • *r„- nom *t 
of low (reed watchei to lit the reqo renerti of a o lent* aol the 
general public We lhall deem it a faaour if you quite m . «e ally 
Vcori fa thfully 

7 Wtte ihirt notei on— Kaj Telegram, c «re*[ h r Tc < grama 
an l Otcetingi Telegram*. 

8 What lo yon know of ‘I ten Telegram* I Del ri e n fj 

9 What II a Mntlflc Addreti Telegram * Haw are te egra-t 
repel tc I f 

to How are telegram* du( lica elanl c nfrme-1 «i **♦ it 
letter an 1 a telegram in connection wi h y ji caoce I mg an mil 



CHAPTER VIII —( Continued) 

Foreign Telegrams (Cablegrams?) 

Telegraphic connections with foreign countries 
have been secured by means of Cables (strong ropes 
of wire) spread in the bottom of the seas and oceans . 
hence a foreign telegram is generally called a 
‘Cablegram * 

Such telegrams are subject to the regulations laid 
down, by the International Telegraph Convention to 
which India is also a party These countries, 
however, do not accept any responsibility on accuont 
of foreign telegrams 

Classes— There are usually four classes of foreign 
telegrams — 

1 Ordinary or full rate 2 Urgent, 3 Deferred, 
.and 4 Daily letter telegrams 

Urgent Telegrams are those which can be sent 
-only to countries specially mentioned m Section 
XXIV of the Guide The special instruction ‘ D 
has to be inserted by the sender before tbe addre«s, 
•and it is counted as one word 

The charge for such telegrams is double of that 
for Ordinary Telegrams 

Deferred Telegrams are those accepted on condi 
tion that they will be transmitted after full rate and 
press rate telegrams They are charged at half the 
rate for ordinary telegrams 

Deferred telegrams must be expressed wholly m 
plain language (see further) which may be either 
French or the language of the country of origin or 
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that of the country of destination This fact is 
donotedby writing the special instruction ■» LC ■* 
which is charged a« one word 

Declaration by the Sender -The Sender of o Di fur- 
red Foreign telegram has to sign on the ‘olograph 
form a declaration ftating that the tort is oxpressod 
wholly in plain language and is used in the same 
meaning as nppoars on the facoof it Tho languago 
is also mentioned 

Dally Letter Telegrams in plain languago are 
accepted on any day of the week during working 
hours, and arc d«»|jvorel to tho addresseo ordinarily 
on tho morning of the sec ind day They should bo 
written in tho manner of Deferred Telegrams Tho 
special instruction DLT (which is charged as ono 
word) must bo written befaro tho nddross 

The charge for them i« }rd of that for full roto 
telegrams, the minimum being equal to the charge 
for at least 25 words They aro transmitted after 
Defer rod tolograms 

Empire Social Telegrams— ‘GET” Social Tele 
grams com eying groeting* family new* or personal 
affairs can now lo sent from ndia to all Fmpire 
countries at tho fixed rato of Its 3 G for 13 words 
or less (including tho indicator) Each additional 
word Is charged at 4j os 

De Luxe Telegrams— Telegrams rolating to happy 
OTints or greetings may bo sent to certain foreign 
countries on an artistic form in an envelope equally 
btautiful The charge is 4 as rroro in addition to 
the usual charge for an ordinary, urgont. DLT, or 
Deferred Telegrams 

Noth— 5 f* c torn* »rc pun 'el l>f Tclesttp*' 0 T cei la <**e-t 
for e»t !ecr»m« 

Charges — The rates of charge differ for each 
country and can lx? ascertained from the Postal Guide 
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(Section XXIV) For some of the principal countries, 
however, the rates are given below - 


Count n*s 


Or- un 
(per woraj 


Europe- 

United kingdom 
France 

Gern-a nv \ or» av „ 

Italy .. 

Q paun and Portugal 

Swmerlaod 

Denmark 

Belgium 

Holland 

Res'll 

North America— 

Canada „ 

USA 

Asia— 

Japan _ 

Malaya Peninsula and Si 
S»u]emenls 

Union oi S Africa— 
Australia- 
South America— 


4 O 
4 o 

3 o 


kenx.— For Code telegrams rbe charge is § cl Ibe at«3ve rtt*s for 
countries of the Eriiisb Empire, and 3 for otbera- 

Language oi Foreign Telegrams —Cablegrams mav 
be written either (1) in Plain Language, 12) m Code 
Language or (3) in Secret Language 

1 Platn Language is one which consist-, cf 
word®, figures and letters giving an intelligible 
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meaning, such as Engh-h, French, nr «n\ other 
principal foreign language which should h« written 
in Homan ch tractors 

Each word should not consist of more than 15 
letters, figures or signs The names of the place 
and countrv, province or district to which a cable 
gram is 6ent, aro counted as single word®, howevt r 
long they tnav he 

2 Cotie Language i« composed either of artificial 
words, or of real words not used with tho meaning 
of tho language to which they belong Jt may consist 
of both roal and artificial words 

Telegraphic Codes- To savo money in sending 
foroign telegrams, Codes have been dowsed A 
Telegraphic Code is composed of real words or mere 
group of letters, which can bo pronounced but have 
no intulligible meaning Each word in a Code stands 
for phrases ond oven sentences These words are 
mostly derirod from the principal Europran 
languages — English, French. German. Italian, 
Spanish, Protugueso, Dutch and Latin— and earh word 
consists of not moro than 10 letter* Proper names 
JnCodoword tolegrams aro allowed only in their 
natural eonse 

Note — C e-lc* hsic been pull ii'iel, < t„ the A II C. 
Calf, the I etilley >, the Licbtr *, etc "I he A II C |Jlh E,' linnl C »'e 
i» mmt «i leljr '■'eJ The pxlicoUr Code u*«J H ceoertlly 
*t ihc IDs line* of purD I teller forms of mow l imnen I rmi. 

Tho words in the A. 11 C Code (over 25.COO in 
nun her) are arranged alphabetically, and each word 
is preceded by a consecutive number consisting of 
only 5 figures 

This olpha'-etical arrnnqfnrnt of each Code-icord 
coincides uith i he a/pAoVtiral arranijenenl of the 
importont word in fAepArtnco*- rentence placed agsmst 
the Code icord 



-204 


BUSINESS TRAINING 


The following extracts from Codes are intended 
to give the student an idea of what a telegraphic 
Code is like 

Attention 

03416 Affect— is (are) receiving careful attention 

03417 Affecting 3 will give prompt attention 

03418 Affection =careful attention is nece««arv 

Februarv 
lo82t Favour *• February, 1 
loS’Z Favourab!e=February, 2 
Goods 

05008 Globular 3 Goods were not shipped 

66009 Glomerate 3 Goods are all landed 

66010 Gloomily 3 Goods are not landed 

Letter 

214 , o Land=an vour letter of 

214°6 Landing 3 in]your letter of 

Remittance 

3*700 Refero = eend at once remittance promised. 
327ol Refino — remit the p-oceeds by telegram 

How to use a Code —Suppose we have to send the 
following message to a foreign countrv— 

* Send at once remittance promised in your let* er 
jof February l careful jttention is necersary 

Pick out the important words id the message ' 
they are — ‘Remittance « ‘Letter, ‘February and 
‘Attention 

2vow look up in the Code (the above extracts for 
.our purpose) under each of these word headings, and 
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find out the Code word> which stand for each appro- 
priate pliraso m the me^-igo The code! ultgram 
will thon appear as follow*. — 

REFERO LVNDIKG FAVOUR AFFEClIuS 

Tho receiver of the telegram by consulting a copy 
of tho name Cole will come to know tho real menage. 
This reverse process of finding out the meaning of a 
coded telegram is known as decoding a telegram 

Cypher Telojrams — \bsolute «ecrocy cannot bo 
kopt when Cablegrams aro aa ritton In Code words 
since any ono in possession of a copy of tho «amo 
Code can make out the meaning of the me«flago very 
easily Therefore, another method, called tho cypher 
eyitem of writing foreign tolegrams has been dovised 
It renders a telegram absolutely seen t 

A cypher telegram Is composed of cither groups of 
lettern or of figures, which do not form any Intelli- 
gible won's, and have a secret meaning llut com- 
binations of both letters and figures, or of Plain 
Language Codewords, or cyphers are notallowed 
in tho B»mo tolegram 

Every group of 5 letters or figures is taken as one 
word, plus ono word for any excess Faery separate 
figure, letter, commercial algo, decimal point, full 
stop, etc ■ is charged as one complete av ord Iiut avhen 
those Bigns and marks form part of a group, each Is 
counted only ono letter or figure 

How to write —The telegram should fir«t bo writ- 
ten in Code words, and then it can bo ebangisj into 
Cypher with tho holp of a Key word This is a avord 
of ten different letters, (or merclr a group of ten 
different letters) selectof by the persons avho have 
to exchange secrot messages 

Example —Suppose the telegram in the foregoing 
Illustration Is de«ired to to turned into Cjpher, 
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with the help of the Lev-word ‘PRODUCTIVE,’ the 
letters of which should be numbered as — 

PRODUCTIVE 

1234567890 

Now, referring to the Code we find that the num- 
ber against the first word ‘REFERO is 32750' In 
place of each figure of this number put a letter from 
the Ley word as indicated by its corresponding figure. 
^ e get-‘ORTUE' 

Against the second code-word ‘LANDING’, the 
number is ‘21426’ This number will be changed into 
‘RPDRC 

Next, the number against ‘FAVOUR’ is ‘15811'. 
and against ‘AFFECTION* it is ‘03418’ Replaced 
by letters from the Ley-word these numbers will be 
charged respectively into ‘PUIRP* aDd ‘EODPI’ 

Thus the telegram in Cypher would consist of — 
ORTUE RPDRC PUIRP EODPI 

The other person on receiving this telegram will 
understand the real message by ju>=t reversing the 
process The above message m plain lanquage will 
co^t Rs 32 3-0 (15 words at 0 13-0) if sent to a place 
in Great Britain , but in Code-words it will cost only 
Rs 2-8 0 (4 words at 0 10 0) 

Private Codes— Sometimes, firms having to send 
telegrams regularly to their branches or agencies in 
foreign countries, on a particular business compile 
their own codes With the u=e of the^e private codes 
complete secrecy can be kept, and at the same time 
there i«= much saving of monej combined with great 
facility ot business 

Badlo Telegrams are tho«e transmitted to ships 
at sea (fitted with radio-telegraph apparatus) or to 
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places abroad, through the mam coast-stations in 
India 

I ho address in a radio telegram to a ship at a u 
(written on fallow forms) should include* 

(a) Namo and address of the addresseo, 

(h) Name of tho ship, prefixed by tho word 
“steamship'* 

(c) Full namo of the coast Motion from which 
tho telegram is to bo transmitted 
Charge — For radio telegrams sent to «/n/n at sea 
is Id as per word For ships of the Royal Indian 
Marine it is b as por word 

(A supplementary chargo has also to bo paid m 
addition to tho alovo charges ) 

Test Questions 

(I'oreiqn 7 clcgrams) 

1 "timu «»' lejiam why 11 it to tilled ’ 

2 Inwbii l»n„u»- » can 1 «'>.n telegram* be eaprettel » 

I aplain each 

3 W 1 »l u a ltlej;fa| He Cn’e what pur] me doe* il »ef*e ’ 

4 Wist it a cypher Telegram, how it n effect,. I » It, Inn 
clmly I y an ttan [ le 

J What I > you know of - 

I mate Co let Akcyw.r), Odette I Tck-ramt, Tl e A II C 
Co"'e » 

6 II >w an worjt ciuntel (n Forego Telegra n — (i) lino 
t<) CO le I, 1 1 bet let ‘ 

7 Drteti'ie how 1 1 o*e a C« e 

5 Name the ctaiaei of i ortign Telegram* an! ei.lan each 
briePy 

9 \V hti ate ralio telegram* t Detenbe a I that yoa know 
to Whit are Or*etin;« Tekgnmt ? Name iVtt r»i ety an 1 the 
c n I tion* a | beat V to ea-h, with tatei of p >'tage 



CHAPTER IX 

TELEPHONES 

Tbe telephone is an instrument that coi uum 
cates speech by means of electric vi ave' It was 
invented in the year 1877 

A telephone ha« great advantage over ev^-y 
other means of communication between persons 
lmng at a distance from eacn other It brings 
them practically face to face and enables them to 
settle important matters as easily and quickly as by 
personal talk The telephone has proved of excep 
ttona! benefit to businessmen, because transactions 
can be settled and manv a point discussed with ease, 
rapidity, and at le«s expense 

The instrument itself consists of two parts— the 
Receiver and the Transmitter , and the telephones at 
different places are connected with each other 
through electric wires 

Kinds — Telephones are of two kinds 

(1) Wall Telephone where the instrument is 
attached to the wall 

(2) Table or De c k Telephone, where it is setup 
on a table 

Connections— The lines of connections mav be- 
ta) Direct, that is. two buildings or offices in 
the same building being connected directly 
(J.) Jnlerral or Local that is, connections 
within a town or ‘Exchange Area 
(c ) External or Trunl , that i=, connection of 
odo Exchange Area with another 
Most of the big cities in India have got local 
telephone arrangements and all the capitate of tbe 
provinces important commercial centres, and hill 
stations are connected bv Trunk lines 
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Fee — An application has to bo made to the Tele- 
graph Office for the installation of a telephono, the 
fee for which is Its 20 monthly or Rs. 192 annually. 
For trunk calls a special fee is charged which varies 
with distance and tho duration of the call. 

How to use n Telephone 
la 01 reel Connection -The person using tho tele- 
phone should first take tho Receiver from tho hook, 
on which it hangs, and put it to his oar, and then ho 
should bring his mouth near tho Transmitter. A bell 
Will ring at onco at tho other place, and somebody 
thero to attend tho call should do tho samo The 
conversation will thus begin Whon they have 
finished their talk each will replace the Receiver in 
its propor placo 

In Local exchange Connection -To make a call, lift 

the Receiver of tho hook (or turn tho hamllo in wall- 
telephonos) taking care not to jork It. This will con- 
nect you with the Central Exchange whore there Is 
an oporator to join connections all tho 24 hour*. 
Putting tho Receivor to your ear ask for the number 
you wont to talk with, do not ask for names Koto 
that the numbor Is correctly repeated by tho opora- 
tor, and wait With the R< ceivcr to your ear until tho 
person called begins to speak 

To answer a rail— When your bell Tings, take tho 
Rocolver ofT tho hook, put it to your ear, and speak 
at once distinctly close to tho Transmitter. The lips 
should bo within about half-an-inch of tho mouth- 
piece. Givo out your name first Tor example, if 
Rama has ringed you (Ilari). begi^ thus— “Harl 
speaking , is Ram there ?" Do not say "Hullo" or tho 
like. 

A’iir — Po not ling In ihe imJ I'e cf yo»r corners* inn , ifyojd> 
•a you ’•ill \< (liwonreOfd II one pvrvin learn 1 1 » phone lo pt 
tome Infotiration, lie other ahonIJ l«p the Reeeirer to hi* e»i i »hen 
the other teiurni he iho-ild i.eik, mlrt fire 

To closo tho conversation say 'Gocd bye* to tho 
person and replace tho Receiver on tho hook cr turn 
tho handle. 
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In Trunk Lines— To make a Trunk Call nng op 
the Cenl-al Exchange and say “Trunk Call.” give 
out your own number, and then the name of the 
Exchange and the number you want to be connected 
•with For example, calling from Meerut to son o 
body in Delhi, vou mav say “Trunk Call Meemt 
129, Delhi 432 ’ The=e numbers will be repeated by 
the operator, and you should then hang vour 
Receiver As soon as the operator ha« obtained the 
required number, he will ring you up again- Ton 
should then begin your talk. 


Tbe Jintotaatie System — The telephones u=ed 



the^e davs give 
eufo'TOfie connec- 
tions and the servi- 
ces of the Exchange 
operator are not 
nece'sary. There is 
a wheel attached to 
the phone It has 
ten holes around its 
border and in'ide 
the wheel there is a 
di^k bearing tne 
figures 1. 2, 3 9, 

0, so that each 
of them appears 
through a hole 
Suppose we want to 
be connected with 
No 5307. m the 
Exchange A-ea V> * 
shall put o a- mdex- 
-figore in the hole 
wh°re *5* appea-«. 
it will go, and then 
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being done for other figures. We shall then bo 
connected with No. 5307 ; and can, of course, begin 
our talk. If the line is not already engaged a bell 
will ring at the phone of the person callod, but if it 
i<» engaged, a buzzing sound will bo beard and tho 
operator will have to wait for sometimo until the 
person spoken to responds. This systom exists in 
big cities like Bombay, Delhi, Calcutta and Cawnporo 
When a Trunk Call is desired to be made with 
the automatic systom the apeakor has to ring tho 
Central Exchange for tho required number. 


Phonograms — Tolophono subscribers may tele- 
phone messages to a telegraph office for onward 
transmission as a telegram. In addition to tho 
charges for tolegrams an additional feo of 2 annas 
will bo levied for each such telegram. 


Foreign Telephone Service — Teleph onic 
tlons with European 
countries had already 
existed, and now thoy ^ 
have been extendod to , 

Burma. Ceylon and so- / 
reral other parts of tho 
world Recently. Radio- \ 

Telephono Sorvico has 
boon opened with Great 
Britain and Ireland, 

_ „ n, ■> other countries The Act^miiieTeierh'' 0 

SSC W -I 

u. S. A . Australia, and 
South Africa. 
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Charges for call between India and certain 
principal countries of the world are — 


De stmt job. 

F cr the fits' 

For ea-h ad - 1 * 3 4 1 
tic_a] nundes. 


Ks. 

Rs. a. 

Domra 

16 


Giea. Er and N Irdaad 

<c 


Draum 



Germacy 


16 0 

Egypt 

Go 

, =3 O 

S Africa 

75 

=5 0 

Australia 


is 0 

Canada 

£h j 

*9 5 

D S. A. 

1 * S 

25 s 


Soperlontj of the telephone.— Tbe telephone i« 
much superior to the telegraph. because— 

1. Iso message has to be written. 

2 The speakers can personally disease matter* 
and settle bu«me e s transactions, etc. 

3 It is much quicker and cheape-. 

A It is a means of educating people m the a^t of 
talking briefly, to the point, and court*oi.«lv. 

lastrnrtJCEs lor cs.cS Fhoces — l Sp~th dose to the trsjos- 
tsitiw, hitufi tahngit Speah distiatsjr, -ret no* lon 3 ly 

2_ Do s.tr jeiVtbe btrtfc, CT twist lh* roti 

3. Vtend z cl.1I pronjdy , do no* say '‘HaDo*’ , Etr" b» tnef 
in joertdi. 

4. Alwar* reromiber the ic:Vr correctly , if is doth,, r-^tr 
to it* D-iectorr Learn lie eoiT*et method -of caLiag a-* Jc^~ oembers 
f£ 77 “30 tbosld be called “Do-h-c s-tcc t*o do ble t-ro ■ 

5. Do not coseeise with the operators aad be coefeo"* to thee. 

Record of Message — In the interest of business it 
!■! desirable that every message or talk secured on 
the telephone should be recorded properlv bv the 
attendant or office clerk, and it should be filed with 
the general correspondence 
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Telephone messages are generally recorded on 
special printed forms a specimen of which Is given 
below 



TELFPHONE MESSAGE 

Date 

Time 

From 


Message 


Reply 

Mtendant 


The Wireless system— w ith tho discovery of Radio 
was os tho ‘wireless broadcasting has begun to play 
an important part in tho lives of almost all peoples of 
tho world Transmitting stat ons have been estab- 
lished at tho principal citUs of a co intry (at Bombay, 
Calcutta Delhi, Lahore Madras and Lucknow in India 
at present) and by installing 'receiving apparatus In 
our homes it l ocomrs possible for us to listen to ail 
sorts of nows spetchs lectures music etc 1 road- 
cast from tho Stations at fixed hours of day or 
night 

Tho broa Icasting of business nows dealing with 
market conditions an 1 prices is of special interest 
to tradesmen 

Jor installing a Radio Receiving sot a licence fee 
of Us 10 annually has to bo paid to tho Post Office 
Te«l Questions 

l ll|n(b il«lr hvoe ihew la 1 »c-t 1 13 IV ««■„ r» S J 
* Nun* |Se I nit ft* Hoo » *n I tSe ijt ena of con v- o *. 
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3 Describe in general terras bow to use a tel-pbone 

4. What is meant by 'Exchange Area.’ how is a call made with 
this bind of connection * 

5 Snppos* JjO are Siring »n Lahore and warn to phone to a 
person in Calcutta. Is it possible . how will ycra get connection 5 

6 What is meant by ‘automatic connection’ 5 Explain. 

7 Note the points to be observed m using telephones. 

8 How will yon beep record of a verbal transaction »~j«ed on lh'- 
pbone ? 1* the record at all necessary ? Give an example 

o Wnte a bnef acre on the *Wirele*s system’. 

jo. What d o yon bnow of the ‘Foreign Telepb-ne Service ? 



CHAPTER X 

Duplicating Method* 

Modern business Is built on the foundation* of 
advertising It i* necessary not only to bring to the 
notice of the buying public tho merits of a newly 
manufactured article but also to keep constant touch 
with tho customers of an old established firm. Com- 
petition in business has grown very keen and every 
businessman tries, naturally enough, to out-do 
his rivals Advertising is, therefore, resorted to 
both through tho newspapers and by means of cir- 
cular letters, prices currents, market reports, special 
offers, etc., etc 

Although a printing press is the best place for 
getting printed any number of copies of an ordinary 
matter, jet business papers are generally not printed 
at a press owing to the following reasons : — 

1 A printing prisa is more expensive if only a 
limited numbor of copies are required. 

2. Proof.correction requires special knowledge 

3. Secrecy cannot be kept. 

4 A printed letter lacks personal touch, as the 
same letter is meant for each and every addressee 
without distinction. 

5 It often takes much time. 

Still, boaticr, if the number of copies required 
is %erylarg< when the matter runs into several 
pages, or where coloured pictures, diagram* and 
design's have to to shown, the Printing Press l« the 
only place to got the work done. 

To obviate most of the diPicultJe* poinied out 
ftbovp, th.r.for,. .°m° »'>>" rroe.„M h... l*,n 
devised by which business rapera can bo multiplied 
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almost entirely in the office within a short time 
The chief Duplicating Methods are — 

1. The Manifolding (or Carbon paper method) 

2. The Hectograph (or Gelatine method). 

3. The Mimeograph (or Stencil method) 

4 The Multigraph (or Composing method) 

5 The Lithograph (or Stone- writing method). 

The Manifolding Process— How to use Carbon- 
Papers has already been explained in the lesson on 
‘Methods of Copying Letters ’ In combination with 
the Typewriter Carbon Papers are an excellent 
means of duplicating business papers 

Carbon papers are of several colours — purpJe, 
blue, black, green and red They may be ‘single-coated’ 
or ‘ double coated the latter being used only on 
occasions of special need 


We can turn out on the typewriter about a dozen 
copies at one time, if the sheets of paper as well as 
the carbons are quite thin Ordinarily, however, not 
more than six copies should be attempted at a time, 
repeating the process until the required number is 
reached 

Process — Take five or six plain sheets and inter- 
leave them with Carbon-papers, care being taken 
that the coated side of each carbon sheet faces the 
paper which is to receive the impression . Next, feed 
them carefully into the machine, and before beginning 
to type ^ee that they have all been inserted correctly. 
Then type out the matter in the usual manner. 


Thi' method .s quite useful when the number of 
copies required is about 30 to 40. 


ffctr —For farther detail* the icaier u r-ferrei to the lesion on 
♦Manifolding* in the amhor’s THEORY OF TYPEWRITING B»j1c L 


The Hectograph— This method, known also as the 
Gelatine Process, though old fashioned i* both 
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simple and ch ap It is verv useful for producing 40 
to 50 cot <*»** of an ordinary pon-wntton matter, or of 
small sketches and drawings ItJs just sorvjcoable 
for a small 1 usjnoss office Friendly and other associa- 
tions clubs and societies generally make use of this 
process for printing noticos of mootings, programmes, 
etc 


A 'ecestaru things — A metal tray, soma gelatine, and 
a bottle of Hectograph Ink, aro ail that is required, 

Prnrem— The gelatin© is first moltod by placing 
it in a small tin box in boiling Stater It is then 
poured into the metal tray which ia placed in cold 
water In this wa> the gelatine sproids out forming 
a smooth firm surface 

Tho writing is dono on a glazed papor with tho 
hectograph ink (It may also bo tjpod with a 
hectograph ribbon, if de«iredl Tbo written shoot is 
thon piacr d, facing dow n, on tho gelatine, and pressed 
over ovenly Tho gelatin© sucks off tho ink, leaving 
tho pajor noarly blank Other sheets of paper aro 
then placed, ono after another, on the gelatine and 
tho wholo surface is pressed Jightiy with a soft 
rubier roller or merely with tho palm of one's 
hand 


fyrfr — s,o* h nwetrr Ih- »cUlln- hit brtn p-ifeclc 1 |h»« It hit 

o i to hr m- it 1 so! co>lt I ti It sitter n*l? ia t v « thips o( a 
tHck tm ol h frm i lffict 


The C’ftrnn State— Ftecentty. in place of the gelatine, 
a kind of slate male of China clay has cnnia Into 
general use This slate has the quality of absorltng 
Ink and it works just liko the smooth surface of 
the gelatine 


e itue «hoa I I 

• if%'« of ihr fsl 

(jl If *11 IV m 
tt J erode I IV » 

1 1 wit ftps* el* 


■t w ,1 it fnnhe-1, «V ts'fi e of ihe jt’i le« ct 
S— 1 7 »«h »», oo;i*»o )•«•*! w*If» ft) J/iV 
l^rnnei timn il 1 V-o to r>- ol »tv( t'xilt I 

i*-e c f * n * !■»» f**o sv f *p •*1 f'rr c-'-i't its 
n,l »r »h j' I V we "i eu ij«in »r-l tV wh»t» 
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The Facaimo Duplicator —Since the work of the 
gelatine process is always unsatisfactory more or 
less, it is being replaced by a sort of machine 
called Facsimo Duplicator The matter to be 
copied is written with facsimo ink and then 
transferred to a specially prepared substance fixed 
to a rocking frame of the duplicator Papers to be 
printed are placed on the printing surface, pressed 
and removed mechanically This process enables 
about 8D to 10D good copies to be produced and the 
work is also much superior 

The Mimeograph — Bv the Mimeograph or Stencil 
method about a thousand good copies can be obtained 
from a single stencil It is highly serviceable for 
big businesses which have to issue very frequently 
circulars, market reports, prices currents, etc 

Thing * required— (1) A. hard steel pen, called the 
Stylus or Style , 

(2) Wax sheets or Stencil Papers , 

(3) A steel Slate or a 'file ' , 

(4) A tube of Stencil Ink , 

(5) A bottle of Stencil Varnish , and 

(6) The Duplicator 

Process — The main ^ thing in this method is the 
Stencil, which may be ‘cut* either with the Stylus pen 
or od the Typewriter 

(а) A Hand stencil is prepared by writing with 
the Stylus, (without any ink, of course) upon a 
wax sheet placed on the steel slate or the ‘file r 
At thB end of this steel pen there is usually a v 0r y 
small cogged wheel, which makes fine cuts into the 
wax sheet according to the movements of the hand 

(б) A Type Stencil is prepared as follows — 

The first thing is to clean the metal types of the 

Typewriter, and to remove (or to 6top the action of) 
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the ribbon Tb«n arrange properly the stencil paper 
and the tissue and backing sheets, and feed the nholo 
carefully into the type machine, so that the ttssue- 
sheet is in the front 

Null — t The tissue sheet is meant to receive the small fancies 
of «ix struck oat by the typr* wh: e the backing sheet acts as a ftn 1 
surface ami alro prevents creatine of the was sheet. 

2 The work of typing out the mxtict s'iouIJ thea be done nrlir 
csallourly tf any mistake ii made in typing of a ereaie formal In the 
was sheet it should he corrected by applying the bteneil Tarni>li on to 
(he (fleeted places. 

3 Signatures on a type cut itencil are trade by laying the tm-ic' 
(beet orei Ibe wax shed and w n ins the name with lie atylui. 

Product ton of copiei -When the stoncil is ready, 
copies may bo produced with it on one of the two kinds 
of apparatus— (1) The Flat Duplicator, (’) The Rotary 
Puplicator 


jt-piip flcu (oF. 


The Flat Duplicator— It is usually a wooden boS 
containing a hard resting slate, a printing frame, and 
an ink-board with a rubber rotter It is used ns 
follows - 


Stretch and clamp the «t«ncil in the printing 
frame and place a piece of blotting paper under ft on 
the hard elate. Squeere a little ink out of the tub* 
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on to the ink-board, and passing the roller back and 
forth several times spread it evenly. Now, pass the 
inked roller over the stencil thoroughly until the ink 
comes uniformly on the blotting paper. Remove the 
blotting paper and place instead plain sheets of paper, 
four or five sheets at a time. Pass the roller once 
firmly on the stencil, and lifting the frame take off 
the paper each time it is printed. Go on in this way 
with all the plain sheets. As soon as ink gets faint, 
pass the roller over the ink-board. 

Xofe — i. To dry the pnired sheets quickly, specially in the wet 
season, a Drjing Beat is sometime used. It is made up of thin blowing 
papers. As copies are printed they are placed between hs pages. When 
full, the bo'dt is pressed tinder a weight or in the ires press, if one is 
there, till the sheets are quite dry. 

2- In some Duplicators, eg, the Red Seal Duplicator, the printing 
frame it fitted wrh a ‘diaftrugn' , which acts as a protection to the 
stencil, and enables a greater number of copies being produced. Again, 
this frame may be self-lifting, that is, each time toe roller is pa«sed 
the frame rises by it*»lf. A large ncmb»i of sheets are placed under 
the frame and removed one by ooe as the frame rises at onee after each 
passing cf th» roller. This naturally quickens the work cf printing copies. 


■R Oterr lJupttcato* - 






AND CORRESPONDENCE 


221 

drum, spreads ink. On the outer surface of tho drum 
a linen ink-pad is spread At the right of the drum 
there is a handle by which the machino is rotated 
The Ste iciJ (specially made lo be used on such 
machines) is attached on the outside of tho drum 
Ink is supplied by another roller from inside. Tbe 
papers to be printed are placed on tho feed board As 
the handle is turned each sheet is pushed in It is 
gripped betweon tho roller and the drum, and passed 
on printed to tbo other side where it falls into a 
receiving tray. Thus 50 to CO copies can Lo printed 
per minute, autl from a single stencil about 5,000 
copies are possible 

,Vtit — The above » » very General fleicupiion »n I applies 
mostly to the etrlief wakes of Duplicators Great inprovetnerti bate 
recently been made ten lertnR the machine self t iki ns, tell feeding »r 1 
self-drying They also regulate the margins of the al tell end count the 
number of aheeta printed Agent, the rotation of the new forte of 
duplicators e»n be performed by a Ira 1 e or by electric motor On these 
machines the speed of wotk it, of course, eery greatly Increased. 

Tho Ccslctncr 



Self Inking and Sel' fee 1m- tHp i i ct 

The MuUKraph —Tho Multigraph or Type-setting 
method is, so to say. * small printing press for private 
uso It has several advantages over other methods : — 
1 . Its work is just likaa type! mattor, but far 
moro superior to It. 
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2. It is better as well as cheaper than that of 
a printing press 

3 Any number of originate, not copies can be 
produced 

4 Corrections and alterations caD be easily 
made 

It is faster than other methods , copies are 

' counted in the machine 

6 It can be worked by any person knowing a 
little reading and writing 

Net ertheless, one point that should be said against 
it is that its initial cost is rather high, and so it can 
profitably be utilized only in a big business house 
where duplication work is much and too frequent 

Description and use — We shall here describe the 
Gammeter Multigrapb On the left half of the ma- 
chine there is a revolving supply drum, containing 
metal types On the other half is the printing drum 
There are also two type keys, one for composing or 
setting the ‘ypes, the other for distributing the types 
back to their places 

As the supply drum is revolved, an indicator points 
on a bar to letters and figure* By depressing the 
‘setting key the desired character is carried on to 
the printing drum Thus each line is composed 
letter by letter A ribbon 7| inches wide and IS feet 
long is wound round the printing drum over the face 
of the types, and the machine is then readr to print 
as many copies as required With each revolution of 
the drum one copy is printed The ribbon moves on 
gradually, and as it grows faint pressure is increased 
to keep the ink uniform. 

With a little practice about 300 copies a minute 
can be turned by hand , and 500 copies or over with 
self feeding and motor drive arrangements. 



AVD COBRESPO>DEVCE 


The handle is fitted with a cyc/ome&^srhi&Cl 
counts the copies as oach is printed — 

A ’.if,*— t t re- 1st printing inttesl of the nbbon, »n mV p*4 or 
* Inert mVm; i lei n often o»"l t lectnc type* end other Kjlei of 
tjrpeicsn «1»» ><■ ut—1 1 1 IO den red for eumpl*. when printing o°ice 
f rmt, imitit in *r it ete 

When work is finished, each character is sent 
back to its propor place in the supply-drum by 
depressing the distributing key 

The latest models of multigraph machines are ao 
built that they not only duplicate letters but also 
print the signatures and addrossos, both on letters 
and envelopes, in the same operation 

The Lithograph —This is a procoss of printing 
from a special kind of stone, which has the quality 
of retaining both water and grease It fs larcaly 
used in India for printing Urdu and Persian scripts 
Drawings, sketchos, maps, and manuscripts of various 
sorts are choaply end quickly produced by this 
method 

/fs use — Tho writing or drawing is effected either 
direct on the ston« with a fatty ink, or it is done 
first on a Transfer Paper and then transferred to the 
stone 

_ The Twitter r*pri H »'tt»l of ipecitlly prrr^trd pipet 
tnesnt lot thtt pur) ■>« t I »"r •»£*> , T C 1 *** 1 paper w 11 a s* da 

After tho writing has come on the atone, its 
surfaco is ktpt moist with a damping roller, and 
printing ink is applied to the writing with another 
roller Tho ink adheres to the fatty written psrfCHid 
not to the moist surface A sheet of pap*?, t* tii ^ 
placed on the stone and pressed over On ro^'.'W 
the paper » copy arrears on it V 

Any number of copies can be printed in this way, 
since as the ink gets used up it is supplied again 
with tho roller. 
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Precauttons . — The following points should be 
carefully noted *• — 

(< 2 ) Use always fresh ink 

(6) Touch the Transfer Paper only at the corner® 

(c) While writing, place a blotting paper under 
the hand 

(d) Drawings, maps, etc , should be pencilled out, 
before using the ink. 

(e) As soon as the writing is done, transfer it to 
the stone, and begin the work of producing copie® 
the same time, if possible 

AVlr— Printing OuUjU—Now-a^sj* cany kinds of printing appsra 
tcs have teen placed on 
the market, with which 
ordinary hotness papers 
can be duplicated in the 
oSce. they contain 
usually rubber type seta, 
or types made of sane 
light metal 

The matter a. com 
posed by hand on a 
wooden frame which is 
inked with a brush or 
pad dipped in ink. 

Copies are produced by 
placing sheets cf paper 
ender the frame and 
applying necessary 
pressure 

At best they may be called toy printing presses, and can be cli ixed 
to some advantage by thos* br'iness houses which cannot ~Scrl to cs"- 
any one of the other methods and machines described above 

Test Questions 

Iti ,t ha' kinds of bonne's documec's tare to be dapbca'ed, and 
why * 

2. Name the ranous methods employed in bu'ia»'S oE*ei for 
‘coltip’jing’ copies. Why ar» they superior to a Priming Press ? 




AND CORRESPONDENCE 225 


3 A fir# '*tu get 103 c spiel of ■ notice to he t»nt to the 
cuttomcrt ttbai tuf hearing method! would /oujecominen I, ani why t 

4 V\ hot it hi. hffercnce between I— 

< >) A R it -try Copier and a Rotary Duplicator, 

(A) A H it IhipUcttoi and « llaitrj Duplicator. 

(.) A Rulary Duplicator an ) a Mnltigraph. 

( 0 A Hectograph and a Lithograph 

5 \\ hat it » 'Muhigraph', why it It alto known at a type anting 
procett ) Deter i be clearly it> ate 

6 W hen >■ • Lithograph rpeclally uaefu! j do you knowhow 
to work with It ? Detcilbe. 

y Care folly analyte the meritt an I defectr of each cf(hef 7 u(li 
eating nicthoilt you hate learnt Which it the ben, and for what 
rcatont ? 

b. Deletlbe how you will duplicate lettert with the Stcnetl 
Proceti 

9 lluw are copiet o' tainel with the <»el»tin« Tr-xeit r Mention 
the latett imj rotcirenit elTeetel In thit nethol. 
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CHAPTER XI 

Time and Labour Saving Appliances 

The importance and value of time was never better 
understood than m modern business Efforts are 
now being made to do the greatest amount of work in 
the shortest space of time and with least labour And, 
fortunately enough, mechanical appliances have been 
and are being invented to aid us in this respect 

Besides the Filing apparatus and Copying and 
Duplicating machines (described previously) a number 
of mechanical appliances and devices are being more 
and more made use of in office work, of a business or 
financial nature They have been designed mainly to 
speed up work by saving time and labour as much as 
possible Some of the machines and appliances that 
have come into common use are described below — 

1 Type Writers — Everybody, who happens to 
Tead this book, is expected to have at least seen a 
type writing machine These days, nearly every 
business office, worth its name, must have a type 
machine Even private persons possess and take 
advantage of this very useful machine 

Typed letters are not only very neat and clean 
but also require less space as compared with hand 
written letters They have none of the defects of 
bad hand writing 

Most type-writers contain a very useful device, 
know n as the Decimal Tabulator , with the help of 
which long amounts and money columns can be 
typed ea=ily and correctly (Read this in the \uthor s 
Theory and Practice of Type writing , Book I ) 

2 "Book keeping Machines— Such Type writers 
have also been invented and they are being much used 
in some of the advanced countries, especially in the 



AND CORRESPONDENCE 


United States of America, by banks, insurance com- 
panies and Government Offices 

These machines are specially designed to facilitate 
the work of ledger posting The best known onos are 
the Rimington and the Burroughs 
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3 Calculating Machines 



Tiir Comptometer 


They can add. subtract, 
multiply and divide 
They are u«od for typing 
long columns of figures, 
the result of which h 
correctly typed by the 
machine itself The 
keys work just in the 
same «aj as In an ordi 
nary typo-writer, but by 
the moving of a lever the 
total or the balance Is 
typrd at once The Comp- 
lometer and the R alfot 
are the most familiar 


examples and they can perform all arithmetical work 
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4 Invoicing Slacblnes areu°ed to prepare invoice 0 
and statements in their be°t forms however elabo 
rate The Elliot Fisher is the well known example. 

5 Billing Machines — Thev are u°ed to perforate 
the amount both in 


words and figures on 
valuable document 0 , such 
a«. Cheque 0 Bill 0 of 
Exchange Promissory 
Notes, etc , in which 
thereis much chance of 
the amounts in ordinary 
ml being forged 
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times otoe and are used for immborfnf: tnvotcoj. 
receipts, and other important monetary documenta. 

7 An AddressotJrapb— This machine prints 
3 addresses on enve- 
lopes. There are 
sovoral manes of it, 
<ho following fs tho 
brief description of 
one of them : — 

Addresses of 
different customers 
aro engraved on 

The addhfssino Plate mota, 1 p 1 * 1 ® 8 * 

1 

on a traj fixed to tho macluno. Envi lopes are fed 
into tho machine, and on turning a Jover, the 
machine tales up each ptato, prints on the 
on' olopo, and then places tho plate in anothor tray 
on the othor side Any piato not required can bo 
skipped over l thousand addresses per hour 
can bo printed by working tho machino with a 
trod Jo 



It is icrj scrrlceabto in those offices whore a 
largo number of regular customers have to be 
addressed frequently. 


8 Dictaphone! — In those big busirosses where the 
busy official does not find tlmo to dfetsto lotlers 
to the correspondence clerk, during working hours, 
these machines aro used to dictate letter* at other 
odd hours 

These machines are built on the prlncpt* of 
Eramophoms There is a mouth pfece attached to a 
revolving "ax cylinder. The letters are spoken into 
the mouthpiece an 1 tho cylinder record* the impre*. 
aions of tho sound* Afterward* the typl«t fires 
the cylinder on another machine and In regulating 
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the speed of the sounds either takes down notes or 
types out directly on the type machine. 

Some dictaphones are connected to type-machines, 
having a special mechanism for the purpose and 
they type automatically as the dictaphone works. 

9. Time Recorders — These are clocks of different 



Ol7T Cords In Cards 

The Time Recoepjsg Clock. 

(Sef /tr Jn end Out Cards.) 

shapes and designs and are made use of in big mills 
and factories where hundreds of workers ere 
employed on time-wage system, for which exact 
time of arrival and departure of each worker must 
be kept. 

Each worker gets a card marked with a serial 
number. When he enters the works he pushes his 
card into a slot at the base of a big clock put up near 
the gate. The time is printed on it He places the 
card in a drawer meant for the purpose, and when he 
leaves the works, he repeats the same process with 
his card as before. Tbeir wages are calculated 
according to the number of hours shown by the 
individual cards. Those who come late or work 
shorter hours suffer fines on their wages. 
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10 The Cash Register — This machine is tt«eful m 
rt~—- x Sales Departments, where 

cash momos are issued to re- 
d. tail buyers by salesmen 

fff 'if, f This machine prrnts the 

1 jtJ;, i j r? amount on the cash memos , 

J sc “*£ — . *Y t t)_ an d also keeps a record of 
each amount on a roll of 
paper locked inside ii It 
aUo goes on totalling tho 
amounts as they aro recorded 
so that at the end of the day 
THE CASK REOI8rnR the manager or proprietor by 
looking at the total can ask 
tho salesman to account for 
so much money received 
from tho customers It not 
only does away * ith a Cash 
Clerk, but also provide* 
useful record for book keep 
ing purposes 


(Seethe amount cnlcu 
late 1 1 


11 Palin? Stamps— In nearly 
evory office stamps and seals are 
used for putting down dates and 
numbt-rs on letters statements, 
accounts etc 

Tho necessary figures dates 
and namt* of months aro rngrav 
ed on revolving chains of rubber 
By moving thr«# chains the 
required number date, etc, are 
brought together The stamp is 
first pros?*! on an Ink pad and 
then put on the piper 


DATING STAMP 






Staple Machine 


Punching Machine— It makes two neat round 
holes in papers for being threaded together, or for 
jn*ertion m a Flat File 

13 Sealing Machines are used to put was seals 
on letters and parcels very neatfullv Thev save 
much time and avoid unnecessary waste of was. 

14 Folding Machines — In an earlier chapter it 
ha* been pointed out that neatly foldeo letters always 
-di=plav the good taste of the sender of the letters 
Ifow, in certain bu®me®s offices thev have to send 
out at times thousands of letters of the same sue, 
the folding of which would be a long and tedious 
ta'k Machines have, therefore, been built to do this 
work, and they can fold letters properlr at a speed 
of about 61) papers per minute Thev can mate 
different fold' of a pap«r, or uniform fold® of different 
sizes of paper® 
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1? Ready Reckoners and Tables— In those 
offices where 
most of the 
work consists 
of calculation, 
multiplication, 
averages, etc, 
of monotary 
an (3 other 

sums, these 

devices have 
proved very 
beneficial Printed tables are hung up in the office, 
and the} are referred to whenever any calculation 
is desirod to arrive at Tables of multiplication, 
dadv pay or wages and Interest tables are most 
commonly used 

CllAAT SHOW IS Q TOTAL NUUK* Of DAYS THOM OH DAY OY ASY 
MONTH TO SAMS DAY OY ANY OTIlf k MONTH 



Jtbnisty 


March 
Apr 1 
M»y 





S*f<ernl<» 



33* } 6 *'5 *«5 Sl«! «s» >5} «** 9* 6i 3 
y>4 317 3 *> *76 *45 >>5 •'* i S3 «>3 9* 6» 
* (J JM 3 *7J *43 **» »*» *5» 1*“ 9* 


$> 3' «'$ 515 3** *’4 *4J *11 «51 «S» ill 

'■> ft i 3’ J 4 J 334 3"* *73 *4* >•> »*» »S* 

i * or «" 1* 1*5 335, 3^ *73 >») »” iS* 

■ J 11 91 ei 10 36S< 33* 313 *73 *41 *»* 

• si ,JJ I*J 91, hi 31 j 3*3 33* 3»* *73 *43 

air 1*4 i53 l*3> 9* 6 * 3> 3 6 S 315 304 *73 

1 , lit 1 *} ijy 11 * 91 1 61 30 V5 33* 304 

373 >tS 114 i*t 153 «*3 9* 61 3‘ 3 4 * 33$ 

JOJ I'i *44 *14 »Sj »}} 11* 91 61 JO j'5 
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Test Questions 

I, Name some ‘labour and time saving machines and devices ? 
What need has led to their introduction in hustness ? 

2 Describe the nature and use of — 

(a) Calculating machines and (4) Book-keeping machines 

3 How are addresses written on envelopes in big modem 
bnsroess offices ? Describe 

4 What is —A Punching Machine, A Stapling Tool, A Sealing 
Machine, and A Read; Reckoner? 

5 Explain how amounts and figures in valuable documents can be 
prevented against alteration ? 

6 Describe the nature and use of . — 

fa) A Dictaphone , (4) Time Recorders , and (r) A Cash Register 

7. Which is the most useful Time and Labour Saving Appliance 
in your oprinoa ? Discuss 



CHAPTER XII 

Purchase am! Sole of Goods 


When businessmen have come to know of the 
various kinds of poods through tho different methods 
described »n the Jast chapter, and their sources cl 
supply, they would next settle cortain terms and con. 
rfifions, boforo agreeing to buy or sell actually. In 
trade it Is very noce«sary, therefore, to havo full and 
clear understanding on tho following points relating 
to goods— (n) Nature and _ qual ity ; (6) Pllcee-: 
(c) Packing , Id) Time, place, or manner of Delivery ; 
(s) Timo and mode of Payment. 

(1) Kind and Quality —Thoro are a number of 
things which, though apparently the same, differ in 
Quality, Others which are known by the same name 
or brand aro of varying shapes and sires to suit par. 
ticuiar requirements Again, goods of the same sire 
or design aro sold by different makers and they 
differ in tho material used in them. Some are more 
durable and costlier, whilst others are cheaper though 
lighter and less durable. For these and other 
reasons it is essential to know tho exact quality of 
tho thing dt «ired to bo bought, and tho following 
terms aro usod to express it : — 

Sample or Fallern — A Sampla is a part or portion 
of tho goods and serves as a specimen of the whole 
Raw produce and a good many food stuffs and other 
things are fold by sample, e g., wheat, sugar, tea, 
coffee, wines medicines, inks, etc. 


A Pattern is a specimen of manufacture.! articles, 
such as cloth, p»r**« leather, etc. It i' meant to ahow 
the texture. de«ign, or shado of the article. 


When gods are sold by sample or rattern the 
Intending buyer need not inspect tb* whole of them 
, the seller guarantees that the goods In bulk shall 
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be of tbe same qualitv as tbe sample or pattern 
shown Samples and patterns facilitate trade verv 
greatly 

Type is a “standard sample representing the quality 
or nature of cereals and food stuffs when tbev are 
sold * to arrive^ e g , Australian wheat, Java sugar, 
American Cotton The type is taken from tbe earlier 
crop and the standing crop is guaranteed equal to it. 
In roost cases when tbe produce turns out inferior to 
the tvpe an allowance settled mutnallv or bv 
arbitration, is made 

Description includes tbe number , trademarj , or 
design of certain goods by which they are generallv 
known and distinguished from others, without show- 
ing the ‘samples or -tvpe 

Things sold by description must conform *o descrip- 
tion, otherwise the huger con reject then, even tf they 
are equal to the sample 

A Trade Hark is any distinctive mark or device or 
name put on goods to indicate that they have been 
produced by a particular maLer or manufacturer 
A number of instances can be cited of familiar trade 
marks, and most articles now sell by distinctive 
trade marls which act as guarantee for tbe genuine- 
ness and quality of tho c e goods 

Examples *Vcon pencils “Swan* ink, ‘Blacf bird 
fountain pens, ‘ Elephant ' kerosene oil, * Dietz Lan 
terns, etc etc 

(2) Price is tbe sum agreed to be paid m exchange 
for goods, and it is calculated at so much per unit 
in number weight or measurement In mo«t cases 
other charges, n addition to the roam price, are 
included m the terms, which are exulamed below : 

LOCO Price means the price of goods as thevlje 
at the place of manufacture or sale It does not 
include anv charges for packing carnage, etc These 
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oharces has* to bo paid by the buyer and thev aro 
added to tho price of goods and shown in the invoice 
vt Station Price mean 9 that tho price includes 
cirtaoe to tho noarost railway station (or the station 
mentioned) but not railway fre.ght, which should be 
paid by tho buyer 

r n R ~(Frce on Cali) denotos that tho price 
, , ' flxnonses of carrying tho goods to the 

liS Station .nd of loading them into the 
“ .no in othor words, it means that tho goods 
'"‘if .en to tho Station and loaded Into the 

w ,ll be sent JO tno p Q p DtatinaUo „, 

r; c S", S afao rmilww hotght to tho elation of deal!. 

nation 

p o n a (Free on Board) means that the price 

F ‘ 0 „\ n eo«oa OI putting tho goods on board a 

Ship Thua ,t P ,nclode, the com of good,, their earn- 
age^to port, and tho loading charges 

F A S (Free along Side Ship) means that the seller 
J »11 charg ea of sending tho goods up to tho 
32 of tho "h.p P a»er ethic b «h. hufre, must arrange 
thuir being put into tho ship. 

' r*F (Cost and Frclebt) tlgniries than the price 

® f. F ,hi, Voat of good., carriage to port, loading 
and clearing charges. and tho freight to the port of 

destination In5nra „ M> nd FrelthU-Such. 

C 1 , I .all charge, mentioned In the C. & F. 

price, pl^ il.e mior.nco fee Thla tern. i. generally 

pronounced nil , du that the price 

Franco. Fre'. " .ending the good. up to 

cover- all pn" “ ” I, i, t|,u» made up of the 

, h „ place of ,V h “ r t,so + c.eel.go + Io.ding ear. o n 
price of gooil'+ F ht + un l 0 ,ding and clearing 

+ t„.nranoe.fe. + fr , h . porcha.er. 

Ch "r’-c’"'r t “' ; " '' 

anrl PockJ"*' 
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In-Bond Price means that the price does not 
include the amount of Customs Duty payable. Some- 
times goods liable to Customs Duties are stored in 
the Government Ware-houses at the Docks, and they 
are allowed to be removed as and when Duty is paid. 

Duty-Paid denotes that the Customs Duty has 
been paid by the seller and so included in the price. 

AVf. — The last seven terms are used in the Foreign Trade. 

(3) Delivery. — It is usual for the buyer to men- 
tion the particular mode in which goods should be 
despatched by the seller whether by carts, train or 
otherwise ; and also the place at which and the time 
during which they are to be supplied. In the absence 
of any express terms it is supposed that the buyer 
will take delivery of the goods at the place of the 
seller and on payment of the price agreed to. 

As regards Mode ot Delivery it is to be noted that 
when the buyer has mentioned a particular route or 
carrier, the seller must follow the instructions. In 
ordinary cases the seller should adopt the usual 
course and the delivery to the carrier will be taken 
as delivery to the buyer. 

With regard to the time and place of delivery the 
following terms are in use 

Prompt Delivery means that goods are to be sent 
immediately or within a reasonably short time. 

Prompt Sale means that the goods are to be sold 
and their price to be paid on a fixed date, which is 
called the prompt day. 

Forward Delivery denotes that goods are to be 
supplied at some future time ; for example, goods 
ordered in July may be delivered in October. 

To arrive means that the goods will be delivered 
if the ship which is bringing them, arrives safely. 

Free overside— This term is used when goods are 
sold “to arrive'. It means that the responsibility of 
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seller coascs as soon as the (foods have left the side 
of tho ship, and, thoreforo, the buyer must himself 
arrange for a barge or lost to recoivo tho goods and 
bring them to the docks 


Spot Delivery slgnlfios that tho goods are ready 
at tho place mentioned and can ho delivered at once. 

Carriage Paid or Free Delivery moans that oxpen- 
sos of carrying tho goods from tho placo of tho seller 
to that of tho buyer ero to bo (or havo boon) paid by 
tho sollur 

Carriage Forward or Carriage lo Pay moans that 
tho buyer will ha\o to pay tho carriage oxponsos of 
tho goods 


Ex-Ship donoto* that tho goods aro sold freo out 
of tho ship, that Is tho sollor is not responsible as 
soon as tho goo is loavo tho sldo of tho ship, and that 
tho buyor must himself arrange to clear thorn 

Ex Quay moans that tho goods will be delivered 
after tl>«> havo landed on tho wharf or quay, and 
tho ohargos for removing them from that place will 
havo to ho borno by tho bu>er 


Ex-Codown or rx-Wnrehouse moans that tho pur* 
chasor should make arrangements for carrying tho 
goods from tin godown of tho seller. 

Shipment or Sailing moan* that goods ore to bo 
shipped on a vossol during the month named, t ff, 
“January shipment* mians that tho vessel carrying 
tho goo Is must sail any time durln g January. 

\OTi The last f 


* «tr-l in Foftijn Tr» If. 


MlPajment- Although pajment for goods pur- 
chased is made according to tho custom or practice 
nrevaill'ic in a particular place or fora particular 
trade, the following terms indicate the variation In 
ammmt time. * n<1 manner of payment If 
nothing Is agreed the" P»>mont shoul 1 be made at 
tho thro of purchase or aale 
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Net or Nett means that no deduction for discount 
will be made from the price of goods, at the time of 
payment. 

Prompt cash means payment to be made within 
turn or three days after the delivery of the good", 
without any discount 

Cash, Net Cash, or Beady Cash means payment 
within ten days from receipt of goods, without any 
deduction 

C. W 0. = (Cash with order) means that ca«=h is to 
be sent along with the order for good*. 

C. 0. D. = (Cash 00 delivery) denotes that the price 
of goods is to be paid at the time of delivery. 

Spot Cash signifies that payment is to be made 
just where goods are bought. 

5 per cent. Prompt signifies that a discount of 5 
percent will be allowed if payment is made trtthtn a 
few days after the delivery of goods. 

5 per cent lor Cash means that 5 per cent, dis- 
count will be allowed if price of goods is paid within 
about a tree/. 

2 per cent, within a month means discount at 2 
per cent, will be given if payment is made ictthin a 
month 

2 per cent monthly means that discount at 2 per 
cent will be allowed, but account must be settled 
every month. 

3 months Net signifies that payment may be 
made within three months, but no discount will be 
given 

Prompt cash, less 2 months denotes that if pay- 
ment is made within two or three days, interest for 
2 months (at the market rate) may be deducted from 
the price of goods. 
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Cash against Documents moans that tho price of 
the goods is to bo paid on delivery of tho shipping 
documents (Export Invoice, Bill of Lading and the 
Murine insurance Policy) 

Documents against Acceptance (D/A) means that 
the shipping documents aro not to be handed over to 
tho buyer till no has accepted tho attached Bill of 
Exchange, drawn by tho sollor. 

Documents against Payment (D/P)— It means that 
the buyer of tho goods must pay or honour Che accom- 
panying Bill of Exchange before ho can got the ship- 
ping documents. 

AV, —The last three renin ere uied in Foreign Trade 
Discount is an allowance or concession made to 

customers by merchants at a certain rate per cent 

Thoro are two kinds of commercial discount— 

(a) Cash Discount is ono given on tho prompt 
payment of a debt, or payment within a fixed time, 
or boforo it is duo 

r Tnmn / r suppose you have bought goods worth 
Its MO leisC po'r cent in a month. The seller will 
accept Us 490, to clear the account any time within 
a month 

(i 1 7We Discount 1 , on. .lion ri on tho price 
mod. U.u.tlybj » liolo.nl. m.rchint. to rot.ilcr, 
1 vonc. f root 2 por cent to 35 P«r con. .ccordtr.it 
“ eastern .n t n.turo of onoh p.rticol.r tr.d«. 

a, , central practice. It is always shown in the 

, ,, [ii,c ,jn Ihe farmer -ill 1< •' °« n ,h * lnTU ' c * , t 

""" " 

“"SVncUns enctostnn coods In cbosl, 

W i il |«ir, or other kinds of packages. Small 

cases, bales, baK. . |n rapor Tht) „bJ tC i of 

KSw ”«• 1 -Vot.c. nee!' Iron, d.nt.e, »bll. tn 

1 C 
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course of transit as the carrier is not responsible if 
goods are damaged due to faulty or insecure 
packing Therefore, special attention should be 
devoted to packing goods carefully 

Labelling.— An address is generally written on the 
cover of a parcel Very often however printed 
tables showing the name and address of the seller are 
u^ed The address of the buyer is written on this 
label and it is pasted to the cover of a parcel. This 
act is known as 4 labelling a parcel 

Harking — When goods are sent by rail or bv sea 
certain marks and numbers are sometimes put on the 
parcels, instead of the name and address of the 
receiver This is called ‘mar/ mg a case or parceL 
The following are a few specimens — 



New \ oris 

Weight of goods is expressed m two ways — 

(1) Gross weight, which is the weight of goods 
together with that of the case, bag, or box, in which 
they are packed. 

(2) Bel Weight is the weight of goods only 
Tare means the weight of the package within 

which goods are enclosed, and the term is also used 
to denote the allowance, deduction or abatement 
made from the gross weight of the package 
Tare is ascertained in five different wavs — 

Beal or Actual Tare is found bv actually weighing 
the package before packing the goods 

Aierage Tare is ascertained by weighing a few 
packages and then taking the average of the whole 
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This method is followed when packages are numerous 
but of uniform size. 

Customary Tare — In particular trades when tho 
packages used are always of some uniform weight, 
then a fixed allowanco is made for tho weight of tho 
packago on tho gross weight of goods, e.g„ kerosene 
oil tins, gunny bags for sugar or rice, etc. 

Estimated Tare is one which is calculated and 
agrocd to at the timo of salo. 

Super Tare is an additional allowance made when 
tho packages cxcood a certain fixed weight. 


Dratt or Waste is an allowance on the gross 
weight of goods over and above the Tare. It is 
granted by tho seller to compensate tho buyer for 
the goods being damp, mixed with dust, leakage in 
handling, or in rospect of some inaccuracies in calcu- 
lating tho Taro. 

Trd is an allowanco which used to bo mado for* 
niorly on certain articles of trade for damage in 
transit, or for dust or sand raixod with tho goods. 
<Tbo usual rato was 4 lbs on every 104 lbs.) 

UllOlfO Is tho allowanco for leakago or evaporation 
made from full measure In bottles or casks con- 
taming liquids. 


Condition* and Warranties 


The bujet of £**>>» I* 


«K# #nnws ' , n UnJcrvoo! tn»chirrt, »n 1 lh* wl tr iifP 

lh»l lh«r ■« R rnl «ncten Tyj*-"**". h !** 

tin n/iWT ,h * tA'-ar*. 

•nlth r | B , w i r ,l»jf« teUn»s «»lh* ••'« Of Ctfila 

,J,. ESS “ "* '■■‘’t*!— 10. — 
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tract. The breach of s warranty gir.es the other party the i tg c 
damiget only, bufnot to reject tb» goods. For instance, if the Kibboas 
mentioned above, were warranted as coloured fas, and it toms out on 
aetcal use that the colour fades away after some time then the buyer 
may hare them either replaced by better ones or have some reduction 
allowed »n their price. 

Thus on breaeb of a ‘condition by the seller the buyer may repudiate 
the whole con fact or he may claim only damages or he may do bo*h. 
Oa breach of a ‘warran y% on the other hand, the buyer can only claim 
the damages. 

Implied Conditions and Warranties — According to the prrnc p'e 
of Cr tat £tnp!or (let th buyer brzcartj tbe general rule is I hat ibe 
buyer must look to tbe qiality and fitness of goods. In the absence, 
however, of any eaprersed stipulation by tbe buyer and the siller, the 
law tabes regard cf the following implied conditions and warranties . — 

1 An implied condition that tbe sell *r has the right to s*ll the 
good* Of which he is the owner 

2 An implied warranty that tbe buyer shall bar and enjoy full 
possession of tbe goods he has bought. 

3 An implied warranty that the goods ‘half be free from any 
charge of a third party, nc* declared to tbe buyer at the tun* of aale. 

4 Sale by s unfit— lo the case *! * stit bj sample th»re «.«a 
implied condition — 

(a) that tbe bulk shall correspond with the samp 1 ” in qnal ty , i’i 
that the buyer shall base a reasonable •opportunity of eompar Dg the 
bulb with tbe sample , (r> that tbe good#, s^alt be free from any d-fed 
and they shall be of good merehan^ble quality (G M Q) 

5. Salt bj Desert fUcn — In Ibis cas- there is an inspl edconduon 
(a) that the goods shall correspond with tbe description , and when sold 
by description and sample both, they must correspond with tbe sample 
as well as the description , {l) that if bought by description and without 
eiam nation they shall be of good m*rchaniab1e quality , ( J where 
tbe buyer mates known to tbe seller the particular purpose for which tbe 
goods are reqn red and relies on the vl f ei's skill and judgment, they shall 
be reasonably fit for that purpose. 

Bights cf the Seller —Besides tbe pr mary right of reqtur eg the 
buyer to accept the goods he has agr-ed to buy and »t>p»y for 
them the agreed price, tbe s»ller can exercise the following furher 
nghts — 

j £, r f Li'n —If th* goods are ttul m p»ss**siun of the 
seller he can exei ise this ngtl and beep poss*ss on of the goods on-*er 
(he following circums-aaces. till be has received tbe payment— 

(a) Where the goods have been soH »i bou* sdj stipulation as to 
iredit , 
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Tt* ra*asiar of damages to whi*h ih* borer is dialed is Jte 
estimated loss d-r*Ciy and sfanBy ansmgfr-ra the s*L«* breath of 
■wxrraE'y 

Test Questions 

I. “lathe p_rchas* a ad sale of go.<ds ertuu terms rae as*^. 
IVhal do they generally relate to? Gire fleas' tii, te gs* v 1 ea-h 
class. 

s. How » the qctli*y of goods g*s*rxlly koow-j or d'stnlr-d 5 
Exp’ain. 

3 “What is a Trade Mart , wh»t porpas- does a serve 5 2 vame 
sara* /antZrcr Trade Mart* — fndiaa or Fd— igo. 

A- What do each of the terras (ia pairs) deaf* - — . 

(c) Loco sad Station ; <?) F OR and F. O E , (r) C i F tsd 
C-L i.F. (/> 2a Brad and 2>Sy Paid 

5. D-Stiagmsh be*weta the taeamag of each of the pairs of terras — - • 

(a) Prorap* library, Prompt Sale- (?) Forward Dehrerr, Delrre-j 
to srnre, ( ) Fr*e Orerside Flee Alongside, U) Spa t r>ejre*y, £*•■ 
ship, and {r) Ex-qc*y , Ex Godown. 

6- Explain the meanings of the foUoamg —’Vet Cash, Pr o mp t 
Cash , C- W O , C. O D. , 1 *d per cent. mofUr , cae raoath he* ; 
Prompt Cash, less ca* month. 

7 IVhf di 5 *r*aee do yoc draw .a the seas* of ih* fallowing words 
when os-d ia connecooa with Packaeg of goons ; — 

Bag, Bales, Cases, Ch***s. Cra’es, Tins, Baxes, Beadles. Guy 
exarapVs of then correct as-s. 

S_ Explain — ' Tar*, Tret. 3 H‘ and Ullage. 

9. IVhsl is PjseocaJ ’ harae and esp’ain its kinds. 

ID- Explua th* s-as* and cs* of — E. £. . E, £. OB, Fr** 
35 *lirery , Carnage f orward. 

It, YTfca*are “conditions’’ aad ‘"warraa-ies ’ tppacalde to the 
pmrahas- and sale of goods 5 Girt examples. 

12. TTiel is aeaat hj "*■/*"*- conditions and warrsnj-s 5 hsra* 
th* chief ones. 

13. IVhat oiSrrea*= do yon ntf* in the i-rrst .1 of a condition and 
that of a warrafy ? Espials tdearlr 

14. Class *7 and exp'aia hn-’ l T the Fi^'s cr-S Fr* Sirs M a Bct*t S 
*ad of * Seller. 

15. tYn-e short acres ca — 

(e) Ia»n, S eppag* ia traas. ; Re- side , and Accra for IH-iages. 



CHAPTER XIII 

Outline of a Trade Transaction 
(With Chief Commercial Documents) 

„ nvnlmnod in earlier chaptors the general 

Havng o p " T ra do and tho naturo and mean- 
, S, conl.t.ons r.l.tme to the 
ing o‘ von troods wo now propose to give 

purclieio »nd •»[ trade transaction lllustra- 
£i bT S «” » letters sod lorn,, ot other 

'^'orlCl'n "ol o Transaction— \s s ssn.rsl rule, «_ben a 
I nr firm intonds to purchase certain goods, a 
J r ?* d6 /u written to one or more merchants or tn«nu- 
letter is them to supply the prices of their 

S?SSw5sr-- such ‘ 

^r"«o G «P.n.e k a? d ot f c r i * iZ ot the Price List Is 

generally enclosed , t is not a ru i 0 that 

In mod ^J^A^uid' originate always with an 
a transaction or(k i t from tho buyer Manufac- 

onquirj . "J' 1 *?' latf . e stockists and wholesale >lor- 
turors of goods. » K them , 0 lves to influence the 
Chants very Yheir attractive catalogues, or by 

buyers by w " d ' ‘“"‘aliens The following 

making sP 0 ^ 11 . documents explained with their 
are some oi 

specimens - of market prices of goods. 

A Prices Current IS regular customers 

issutsi hr nrerchsh's to their < * ^ 

It .1,0— the ■IpSJ.tton Verr ollen dslir 
^;rcU'..“.«”h... , s ol Price. 
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It must be noted, however, that a merchant 
issuing a Prices Current is not bound to sell at those 
prices since the actual market prices of many an 
article vary from day to day 

(Specimen Extracts from Market Reports) 


Calcutta Markets 


Super 


16tb July, 1930 


The market was steady and prices ruled as 
follows — 


Rs a p 


Java M bite Ready 

8 10 

0 

„ Steamer 

8 9 

6 

„ July— Sept 

8 9 

0 

Java Brown Ready 

8 0 

0 

Gold 

English Bar 

34 15 

0 

Mint Bar 

3a 10 

0 

National Bank 

34 12 

0 

Leaf Gold 

34 8 

0 

St Iter 

Silver Bar, Full 

46 7 

0 

„ portions 

46 11 

0 


Hapur Grain Market Report 


Hapur, July 1930 


Messrs Mukat Lai Madhusudan 
issued the following market report — 
Rs 

Dayal have 

a p 

Feady Wheat 

3 

2 0 per md 

Khatti , 

3 

0 6 

„ Barley 

2 

0 6 

, Peas 

2 

7 9 

Future Bhadaun Wheat 

3 

5 0 „ 
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A Price List is & list or boot showing tho definite 
pr coi of goods ready for ealo These aro tho prices 
at which a merchant i« prepared to soil his goods, 
and they seldom rise or fall in a short time 


Specimen Price List 


PKICF LIST OF B^OKS 




TO RE HAD OF 




The I (lucfllfonaf Hook Co 




Kashmir] Gate Lahore 




1 nglieli Literature 





Ks 

n 


Arn Id — Selected Fssays 

2 

G 

6 

Bacon — F»saya 

1 

8 

0 

Di lens — V Tale of Tvs o Cities 

1 

8 

0 

I’nlgraic— Goldon Treasury 

1 

0 

0 

Ruskin— Unto tho Last 

1 

12 

0 

ttc otc 


etc 

History and Politics 




Acton— I ccturcs on History 

9 

G 

0 

Dct is — Mcdios al Furopo 

9 

4 

0 

fisAcr Napolean 

2 

14 

0 

Oardtntr Students History of 




Lnglan ) {3 \ < Is ) 

15 

12 


Jo Ije— History of Modern Furopo 

7 

4 

0 

Fir eto 

etc 





A Firm Oiler and Refusal — A F irm Offer is an offer 
or proposal made by one merchant to another asking 
him to luy certain gocd* ct o cu*n price trifAin a 
gnen period The same goods cannot to sold to any 
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one else until the proposed buyer has either refused 
them or the time has expired 

A Subject otter differs from a Firm Offer in that 
it is made to serveral prospective buyers , ("subject 
to the goods being unsold " ) words such as these being 
written in the offer This means that the earliest 
buver will have the chance of being supplied with 
the goods 

Specimen Offer 

21, Sadar Bazar, 

Delhi, 12th June, 193o 
Messrs Harnam Das & Sons, 

Genera! Merchants, 

Amritsar 

Dear Sirs 

Referring to our quotations of the 8th met , 
we now beg to offer your firm, subject to our 
receiving your reply before 12 noon, the 16th 
of June, 2 doz each of American and German 
Lanterns at Rs 14 and Rs 12 8 0 respectively 

We believe you will avail of this opportunity 
Yours faithfully. 

The Union Trading Co 

A Tedder or Estimate is a written offer to supply 
a given quantity of certain good=, or to perform a 
certain work at given prices aDd terms. The docu* 
ment containing the prices, terms and other condi- 
tions of the work to be done is called the Specifica- 
tions 

It is mostly Govt Departments, Railways, Mum 
cipalities, and other public institutions that invite 
through newspapers or circular letters, people to 
give their tenders, e for the construction of roads, 
bridges, etc Until a tender is accepted there i« no 
binding contract 
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Specimens of a Tender 

(1) 


EAST INDIAN JiA ILWA Y 

NOTICE 

The undersigned Will receive sealed Tenders 
on authorised forms (price Re 1 per copy) at 
his office upto 12 hours on 2nd September, 1930, 
for the supply of copper and steel plates 

2 The right to reject a tender without 
assigning any reason is rosorved 

3 For further particulars opply to — 

(Sd ) F E Anderson, 

Controller of Stores 
E I Rly Headquarters Office, 
Calcutta, dated 2Gth July, 1930 


<2) 


TENDED NOTICE 

Sealed Tenders aro invited for tho construe 
tion of the Sumora Power Houso at mile 163 of 
the Ganges Canal In tho Aligarh District 

2 Tenders should reach the oftico of tho 
Executive Engineer, Ueorut, on or boforo 2PM 
on 1st August, 1930, whon they will bo publicly 
opened 

3 ThB successful tenderer will bo required 

to sign an agreement for the work within 4 
days and deposit a sum of Jls 1,000 as security 
money for tho contract I 

4 Plans of work can bo seen at tho office \ 
of the Executive Engineer, aDd copies of tender 
forms and conditions of contract obtained there 
from on payment at Ro I, 

(Sd ) PC Affancal, I S E , 
Executive Fngineer, 
Meerut 
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An Enquiry — Thj® ie a letter which a trader in- 
tending to buv goods write' to other merchants and 
manufacturers He requests them to give their 
quotations for the required quality and quantitr of 
goods 

Letter of Enquiry 


Temple Road, 
Anriissr, 5th Ju*e t 1925. 

The Union Trading Co„ 

21, Sadar Bazar, 

Dehli. 

Gentlemen, 

W e shall be pleaded to hare your lowest 
quotations for the following Linds of Lanterns : — 
Hurricane, "Dietz" ) 

Hurricane, "Feurhnn£” medium 

Hurricane, "Sumhiie" ) size 

Little, JPkzcrjf, American 
The ‘FeurhQ'uT, German 
"We are wholesale dealers in the marLet for 
Lanterns and Lamps and should your prices suit 
us, a heavy order is no-t surely to be placed for 
the abore brands. Please let cs hear at tie 
earhe®L_ 

Yours faithfully. 

Hurt urn Das & Sm. 


A Quotation i® a statement of price® and te-ms 
given by a merchant ri reply to on errpjtrp mc^e tv a 
customer, who intends to purchase good®. Thus a 
quotation generally take® the form of special rates 
and term® 
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Reply lo Fnquir) 

TflE UNION TRADING Co , 

12, Sadar Bazar, 
Delhi, 8th June, 1935 
Messrs Harnam Das and Sons, 

General Merchants, 

Amritsar 

Dear Sirs, 

In reply to your onquiry of the 6th inst wo 

hnvo the ploasuro to quote you as under — 
Hurricane, ‘‘Diotz’* Its. 15 por doz 

Hurricane, "Feurhand ’ 12/8 „ 

Hurricane. "Sunshino" 10/8 „ 

Littlo Wizard, American 18/- „ 

Little Wizard, Gorman 16/8 „ 

Wo aro prepared to allow you 2j per cent 
discount for cash, and froo delivery on all orders 
of Its 200 or moro 

Awaiting jour esteemed commands. 
We arc. Dear Sirs, 
Yours faithfully, 

Tf>c Union Trading Co. 

The Order.— On receipt of quotations from diffe- 
rent sellers, tho buyer, naturally compares one with 
tho othor and decides to place an order with the firm 
whoso prices and terms ore supposed to be tho best 
In all respects 

Tho tottor of Order contain* full particulars as 
to tho quantity or number of articlos or goods desired 
to bo purchased, their quality, the rate of each, method 
of packing, time and placo of delivery and payment, 
together with other necessary terms Mostly a 
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printed Order Form is filled up and endowed with a 
letter, or it may be sent bv itself 

To maLe a contract legally binding oral orders 
and bargains are confirmed in writing 

There are different ways of recording orders 
received, but the most convenient is the u«e of an 
Order Book which has columns for — (1) t)ate received, 
(2) Name and Address of the buver, (3) Description of 
Gooda (4) Price (5) Date when goods a r e to be sup 
plied and (6) Sales BooL Folio 

Leller of Order 


No 93/A Temple, Hoad 

Amntsar, 10th Ju D e, 1935 

The Union Trading Co 
23 Sadar Bs 2 ar, 

Delhi 

Dear SirE, 

With reference to the quotations as per Tour 
letter of the Stb mst , we are glad to ort j er f or 
the following — 

Hurricane medium size 
4 Doz of each brand 
6 Doz of * Little Wizard” 

(American ) 

2 Doz of ‘ Little Wizard 
(German ) 

Please pay particular attention to pack mg 
and forward them carriage paid to Citv station 
Payment will be made within one cl ear wee jr 
from delivery of goods as agreed 

Tours faithfaijr, 
Harnam Das ^ Sons 
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Order Form 

Harnam Das & Sods 

General Merchants. 

Order No. 93/ A 

Amrttaar, 10th June, 1935. 
To 

The Onion Trading Co., 

2!, Sadar Bazar, 

Delhi. 

Please supply tho under-noted Lanterns at 
your earliest convenience : — 

Number o» 
quinuty 

IVtcMptJO/i. Rj’e 

4 Pol 

Ri. t 

I1oitic»n« "Diett" _ IS o per dot. 


„ •‘teoibiri!" la 8 „ 


,, "Shonihine" . 10 8 „ 

6 Dot 

2 Dor 

Lm!e “tV/raid" lAmencto) ... iS o „ 

Lillie " W ir»fl (Ocimas) »S 8 „ 

/ Kttru turn — Ter Cooili Tftlo, 

Cerrl*;* ^ 



Need tor Credit end Iteterenees — Credit is the foun- 
dation of modern business. It means that the buyer 
should bo allowed sufficient time to sell off the Rood* 
and to collect money from hl< customers before he 
may bo asfced to make payment for the Roods pur- 
chased. 
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Sheet, though this 15 not always very helpful in 
disclosing the information desired 

When reference is being taken up it is usually 
asked whether it would be -afo and advisable to extend 
credit to tho buyer in question upto a certain amount, 
and whether ho is honest m hi9 dealings and regular 
in payments All information «o supplied is Kept 
strictly confidential and without any kind of obligation 
on the part of tho party supplying it 

The following letters will illustrate the above 
points — 

Asking for Trade lleference* 


THE U.VIO.V TRADING CO , 

21, Sadar Bazar 
Delhi 12th Juno, 1935 
Messrs Harnam Das and Sons, 

General Merchants, 

AlfRlTaAR 

Gontlomen, 

He tbanL you for vour valued order No 
93 A of tho 10th inst , and tho same Is receiving 
our careful attention 

This being, however, the first chance of our 
entering into business relations with you, w« 
believe you would excuse us if we ask you to 
supply us at least two names as references 
Awaiting to bear at your earliest. 

We remain. Gentlemen, 
Yours faithfully. 

The Union Trading Co 




258 


BUSINESS TRAINING 


Furnishing Trade References 


Temple Road, 
Amritsar, 15th June, 1935 
The Union Trading Co , 

Sadar Bazar, Delhi. 

Dear Sirs, 

Replying to your letter dated 12th June, 1935, 
we have to say that we presumed our name was 
already on your list We are glad, however, to 
refer you to — 

1. Messrs Muhammad Beg Islam Beg 

11, Market St., Amritsar 

2. The Punjab Bank Ltd , Upper Road, Amritsar 
We require the goods very urgently and 

would, therefore request you to pay early atten- 
tion to the matter. 

Faithfully yours, 
Harnam Das & Sons 


Requesting Information 


21. Sadar Bazar, 
Delhi, 18th June, 1935 

Messrs Muhammad Beg Islam Beg, ! 

31, Market St , Amritsar. 

Dear Sirs, 

We shall deem it a favour if you, please 
supply us Confidential information with regard 
to the financial position and business dealings of 
Messrs Harnam Das and Sons of your city. 

They are desirous of beginning credit rela- 
tions with us and have given your name in 
reference 

Assuring you of our promptness to reciprocate 
on similar occasions, and enclosing a stamped 
and addressed envelope. 

We are. Dear Sirs, 

i Yours faithfully. 

The Union Trading Co. 





and correspondence 2 

Reply lo nl»o\c— Unfavourable 


11, Markot Road, 
Amritsar, 22nd Juno, 1935. 


Tho Union Trading Co , 
21st, Sadar Bazar, 


Dear Sirs, 

With rcforonco to your letter of 18th inst. 

, vo are surprised to note that Messrs Harnam 

Das and Sons should have mentioned our name 
re r eronce Wo have no hesitation in saying 
that wo havo experienced much difficulty in 
settling our accounts with them, and for the 
last six months or so we have stopped all credit 
business with them 

TI,o firm no doubt. I, of lone etendlnit and 
po ,To.°.'"OTlofond..bn..h.r or, extremal, 
Caroles, in their bu.lnc., dealing. 

Wo , ripply thl. Information in .trict conO- 
donco and without obligation 


Yours faithfully. 
J/uAanrioi Beg Istan Beg. 
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Request for Cash Payment 

the^ktoFtradingco . 

23, Sardar Bazar 
Delh>, 25th June, 1935 
Messrs Harnam Das & Sons, 

Temple Road, 

Amritsar 

De Asrcra are in urgent need of the goods we 
shall be glad to forward them to your address 
provided you are willing to pay for them on 

^ e ^\v e write this after careful consideration of 
the whole matter, and hope would not be regar- 
ded as rather exacting in our bnsine'B practice 
Assuring you of our be^t attention at all 

We are. Dear Sirs, 
Faithfullv yours. 

The Union Trading Co 

~D^atcblIlgotGoo45-If the information regard- 
ing the buyer’. business status and financial position 
S favourable, the .eller will soon arrange to execute 
tne order On the contrary, should the reply received 
tom the person or partv referred to turn out to be 
imsatisfactorv, the buyer will be ash ed in a courteous 
™.nner to send cash in advance, whole or in part 
. eases, however, the reference toten op is 
In C' 0 " , ,' a nd the seller at once writes to the 

§uyer saVing ‘hat ^oods are being despatched within 

“pn'ekmS^The order is signed and approved by 
Packing E<m a nd then passed on to the 

£omB Tespon ^ collects in C ne place all the 
■warehouse-man, order. They are also care- 

aiticles tested. 2^ext, the goods arepacfced 

fully exammed or ‘est<^ - Ler ., again com- 

p?nngVemw^th theUer, IS hen chest-, case-, o, 
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boxes, etc, are used they are mado to size so that 
goods inside after having been enclosed may not ho 
loose or too light, because they aro liable to be broken 
or damaged in both cases 

Finally, tho packages are properly labelled and ad- 
dressed, and stocked in a heap ready for despatch On 
the outside of tho packages containing fragile ordeli- 
cato things such as glassware, bottles of medicine, 
etc , certain words of caution aro printed in bold let- 
ters on tho labels so that thoy may bo properly and 
carefully handled by porters or coolies whllo loading 
and unloading The words used generally aro — 
“GLASS WITH CARE." "THIS SIDE UP." accord- 
ing to the naturo of good* 

Then the packages aro carted to tho Railway 
Station if thoy are to ho sent by rail, and tho It/R is 
obtained for them which has to be forwardod to the 
buy * r along with a copy of tho Inioicc, both enctosed 
in a lotter of advice, as shown below i— 

Ails lee of Goods sen! 


THE UNION TRADING Co 
23, Sadar Bazar, 

Delhi, 30th Juno, 1935 
Messrs Harnam Das & Son*, 

Temple -toad, Amritsar 

Dear Sir«, 

Wo ate glad to adviso you that wo aro for- 
warding to day per passenger tram, carriage 
paid, tin' goods as ordorcd in your letter No 03 f A, 
of H'th instant 

Tho Rill* ay Receipt «o hare sent through 
V p P for Us 29*1 8-0, tho amount of tho In- 
voice herein endued 

Wo aro suro tho goods will give you complete 
satisfaction , „ 

Yours faithfully. 

The Union Trading Co 

Enel l 
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On the other hand if it has been so agreed that the 
buyer will pay for the goods in cash or accept a Bill 
of Exchange (or even pav it) the R/R will not be 
enclosed with the Invoice but sent separately bv 
V P post or through some bank 

Note— T he subject of carriage of goods by rail aad other 
methods has been discussed in a prerio s chapter and the snidest c&y 


Carriage of Goods 

It has already been pointed out that Transport and 
Insurance are very important auxiliaries or aids to 
trade proper There are three mam branches of trans- 
port — land, water and air — and each is highly deve- 
loped and perfected these davs because of Railways, 
Steamships and Aeroplanes 

Since transport or carnage of goods from one 
place to another involves certain ns I s and damages 
to goods the practice of insuring against these risks 
has also grown increasingly important ln*uranc • is 
a sort of contract by which the insurer undertakes o 
indemnify the injured against los* anting from fire 
or marine risks, m lieu of a small premium paid bv 
the person insured 

The subject of Transport and Insurance is vast 
and the student will meet with its discussion in some 
details later on Here it i* proposed to explain how 
land carriage of goods is usually effected in the 
Inland Trade 

Goods are despatched bv one or other of the 
following ways — 

1 By Coolies or Porters— Small parcels of goods, 
are frequently delivered bv coolies or porters who 
carry the goods either on their person or jf the 
weight is sufficient, make use of hand carts or * thelas w 
"When goods are delivered though me«engers or 
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coolies, the signature of the buyer is taken in & book 
Caffcd the Delivery Book especially ruled for the pur 
poso 

2 By Pos!~It has already been explained how 
most parcels of light weight and high value aro sent 
through tho agency of the Post Office 

3 By Common Carriers— A common carrier is ono 
ft ho carries goods as his regular businoss, and who 
holds himself out as ready and willing to do so for 
any porson wishing to engage him Reg ularly plyuig 
carts iornos, an I the railway^are instancts of com 
niun carriorp The consignor may hire tbo vehicles 
of tho carrier and load those as ho pleases, or he may 
deliver tho packages to tho carrier and leave the rest 
t« him 

A common carrior is a mercantile agent m tho 
usual son«o of tho term unco ho Is entrusted with 
the possession anl caro of goods as well as their 
di livery to tbo desired person or place (See chapter 
on Agents) 


Carriage hj ltalt 

Although carmgo of goo<ls b> motor lorries js 
increasing day b> dav the railway still retains its 
premier position in tho sphere of Ian 1 transport parti 
cularlv for luavp r g >od» We shall now explain how 
goods are f rwnrkd both by a Goods Train anl a 
Fabsongir 1 ram 

A Consignment hole IS a document Used When 
goods ar« sent b> Ouorfi if lugtjUt' Tra,n< ft 
contain s the name and addre s of both the c >n*ignie 
and tho consignor, an 1 olhi r \ artlculars os to number, 
description weight of goods, etc 

It is a contract between th« sender or consignor of 
goods an i the ra»l»a\ company It contains full 
particulars of tho terms and con litions upon w hich 
tho railway company undertakes to carry good 
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Bisks— Goods may be sent either at the owner’s 
risk (O R ) or at the Company s Risk (C R ), m 
which case the railway company is responsible for 
any loss or damage caused to goods while in transit 
Railway companies carry at their own risks all goods 
which are not supposed to be easily perishable or 
dangerous, by charging ordinary rates of freight 

Fragile Goods and those of a perishable nature, 
such as, Fruits Sweets, Fish, Milk, etc, are usually 
earned by railway companies only at the risk of the 
owner or sender 

Although the rates charged in the case of O R 
Notes are naturally much lower, but the company 
accepts no liability for loss or damage, except for 
wilful misconduct of the servants, which is rather 
difficult to prove 

When the goods are desired to be forwarded at 
Owner s Risk the sender has to fill up and sign an 
Owner’s Risk Note before they would be accepted for 
transit 

A Forwarding Note— When goods are 6ent by a 
Passenger Tram the consigDor b as to fill in a For- 
warding Pole, and not the consignment note If the 
goods are damageable a Risk Note whether O R or 
O R , will also be necessary 

Freight is the charge made by Railwav or Shipping 
Companies for the service of carrying the goods from 
-one place to another 

Goods are divided into different classes according 
to their nature and the risk involved in transporting 
them The rates of freight also vary accordingly 
Freight is calculated either on weight or on measure 
ment according to the nature or quality of goods 

The rates of freight charged for goods sent by 
PasseDger Trains are, of course much higher than 
for tho>=e «=eflt by Goods Trains, simply because the 
goods reach their destination so soon, and without 
much danger of being damaged or spoiled if they are 
penshable 
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A Railway Receipt (R R) is a receipt given bT & 
Railwav Company to the consignor of good* It con 
tains the following particulars — 

1 Ivames of the consignor and consignee, 

2 Place of destination of goods, 

3 Description and quantity of goods, 

4 Amount of Freight (paid or to be paid) 

On the back of a R R are printed the condition^ 
on which the Railwav Company undertakes to car’w 
the goods 

The consignor sends the R/R to the consignee by 
post, so as to enab e him to take dehverv of goods 
from the railwav station. It will have to be endorsed 
by the consignee before he will be given possession 
of the goods 

When the goods are consigned ‘ to self 1 (that is 
the consignor s name is also mentioned in the place 
meant for the consignee) the consignor of goods 
should not forget to endorse it in favour of the 
consignee before it is despatched. The consignee 
will have to endorse it again when dehverv of goods 
is being taken from the railwav companv and al c o to 
giro a receipt io- the good* 

The Indemnity Bond— in ca=e the R/R is lo=t bv the 

consignee, he will have to execute a bond end stamp 
it before goods can be taken dehverv of If the con 
Eignee is not quite known to the railwav authorities, 
he will also be required first to get the written con 
sent of the consignor through the forwarding station 

Demurrage — If the coo^s are not removed from the 
railway station, to which they have been sent, within 
a fixed time (u snail v 2 days), the consignee fc*s to 
pay a penalty, comtnonlv known as ‘demurrage * 



Specimen Hallway Receipt 
Receipt No. EAST INDIAN RAILWAY 
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A Bill o! Lading is a document given by a Snipping 
Company to the shipper of goods, containing the 
term** and conditions on which tb« ship-owners con 
tract to carry the goods 

It is an acknowledgment bv the shipping Com- 
pany that goods have been received on board “in good 
condition and order and that thev will be delivered 
at the port of destination in the same good condition 
Full particulars of the goods are entered in a 
B/L— cumber of case® bales, marks, port from and 
to shipped, name® of consignor and consignee , etc , 

Specimen Bill of Lading 

Shipped, in good order and con- 

| dition by B Merchant &. Co , in and 

I A p | upon the good steamship * Common- 

,Jf ' wealth” whereof William Brown is 

' Master for this present voyage, and 

now lymg in the port of London and 
bonnd for Madras (India). 4 ca®es of 
Electric Lamps being marked and 
numbered as in the margin, and to 
be delivered from the ship's deck 
Iwhere the shipowner’s re'-pon«ibi 
lity shall cease) in the like good 
loi/ioA order and condition at the aforesaid 

Chsi„ej Port of Madras, India, (the Act of 

£ i— j— a God the Kmg s Enemies, Fire, 

Boiler®, Steam, Machinery, and the 
consequence of defect therein or damage thereto, 
and all and every other dangers and Accidents of 
the ^ea®, Rivers, and Steam Navigation of 
whatever nature or kind excepted) unto Order of 
the Electric Trading Co , or their As®igns, thev 
paving Freight for the eaid goods as per margin, 
with charge®, primage, and average a ecu towed. 
In witne=s whereof Ma®ter or Agent of the said 
®hip has affirmed to three Bills of Lading, all of 
this Tenor and Date the one of which three Bills 
being accomplished, the other two to stand void. 

Dated in London, 22nd August, 1939 

JViIIsan Brown 
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A Blarlne Insurance Policy-Goods sent on ships 
are always in danger of marine and other risks for 
which the shipowners do not hold themselves rc«pon 
Bible The goods are, therefore, insured with In<u 
ranc-e Companies which undertake to indemnify the 
owner of guols in case they aro lost or damaged 
The document containing tbo terms and conditions of 
such a contract is known as a Marine Insurance 
Policy 

A Dock or WureboDse Warrant (D/W, W'W) is 
a recoipt for goods placed on Docks or in a Govern- 
ment Warehouse It contains such particulars as 
are necessary to Identify tho goods — (!) Name of 
tho ship which brought tho goods (2) Marks on casts, 
(3) Weight. (4) The Date from which root commences, 
etc 


Specimen Dock Warrant 


i The Bombay Docks Corporation ] 

No 139 

List July, 193G 

Warrant for 100 Dags Sug IT Por S S ‘Onngcs , 
Master * Patterson from Cape Town Kntered 

by Messrs £>amoi lass A. 6o/ts on tbo tOlh J tly, 
1030 Kent commencing from this date 

Marks 

Numbers Weight | 


Gross Taro 

s V> 
s 

Mils br Mils far 

1/100 250 30 l 4 

Bombay 

1 249 26 Net 

Uw iwJ » 
t>« »ef the 

I>! CD creJ-by 0 Vj" •• C *»* 

»^o*e C®«J‘ *® 5in»f O** A Soot ct 

cnlof*t r ’* 0{ hereon. /*"J* 
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A Delivery order (D/O) is an order issued by the 
person whose goods lie at a Dock or Warehouse, 
asking the Superintendent (of the Dock or Ware- 
house, to deliver the goods to the bearer, or to the 
person named therein or to his order. When it is 
‘to order' it requires endorsement before goods would 
be delivered. Printed forms are generally used for 
D'O’s 

Delivery Order 
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Test Questions 

l What it a Prices Current, a Price L««, and a Qoo’ation > How 
does each dtflet fiooitbe other? 

3 Explain clearly — 

A Firm Oder a Subject offer . a Tender or Eritrea e 

3 What it a Trade Reference , an I how it the financial position 
and burl nett rtttus of a easterner usually known t 

4 Assume an imaginary cate in qiestion No j.anl write out the 
neceriiry letters supposing ihe reply to be yt/jrturj'lf. 

5 Write a thort note on (he Packing an I despatching of goods. 

6 Explain how goods aie forwarder] ly Kail, both Taucnger and 
Ooo.li Trams. 

7 Describe the otore and ore of a Railway Receipt 

8 Write short notes on — O R and C K . Dcmjrrsge | Bill of 
Lading , an } Indemnity Bond 

9 What lift) a Dock Warrant, and (>) a Delirery Opler | wh«J u 
the difference between them ) 



CHAPTER XIII — (contd i 

Invoices, Statements, etc 

An Invoice is a statement, sent bv the seller of 
goods to the buyer, showing in full the names or des- 
cription of articles, their number or amount, rate at 
which each is sold, discount if any, and the total 
amount togetbe- with charges for packing, carnage, 
etc 

Its importance ? — An invoice is a very important 
document of busmens transactions Its usefulne®* 5 
can be judged from the following — 

(1) It is a notice to the buyer that gopd«= hare 
been despatched, and if they do not reach in time en 
qmry may be made 

(2) Goods can be compared with the description in 
the invoice and any mistake as to qualitv, amount, 
rates, etc , can be ascertained 

(3) The buyer can arrange for the re-sale of goods 
before they have been actually received, since the 
invoice generally reaches earlier 

(4) If terms are 'Cash Payment,' or 'Cash against 
Documents,' the buyer can make arrangement for 
nece=*ary money m due time 

(5) He can keep his Books of Account properly, 
as the charge's for carnage and other expense', 
amount of pi'count or Commission, etc., can be cor 
xectly known 

(6) It is a proof of the sale of good®, and clear!*' 
shows who is the debtor and who is the creditor 

(7) When goods are exported or imported the 
4 Customs Duties' are calculated on the basis of the 
invoice 

Kinds — Invoices are Ordinary and Pro Foma 
Again, they may be Inland or Foreign according as 
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thu goods aro sold in tho same country or in another 
country 

A ‘Pro Forma' Invoice —Tho words ‘Pro Forma' 
moan ‘for the 90U of form' , and, hence, such an 
invoice is not a real invoico, hut one that is madoout 
for showing its probable form. 

However, there is no difference in the preparation 
and writing of an ordinary invoice and a Pro Forma 
invoice, except that tho latter Is marked with tho 
words 'Pro forma,' at tho heading. 

A Pro Forma Invoico is used on the following 
occasions I — 

(11 When goods are forwarded to an agent to bo 
sold on behalf of the principal a Pro Forma Invoico 
is sent to him, so that ho may know the actual cost 
of goods along with othor oxnensos, and thus try 
to sell them at a profitable price 

(2) Sometimes, merchants boforo actually buying 
certain goods liko to know their pricos, charges of 
packing and carriage, tho discount allowed, terms of 
payment, etc , so as to find approximate total cost of 
the goods In such a caso they send tho order asking 
tho seller to forward a Pro Forma invoico beforo 
despatching the goods themselves. 


(3) When a merchant receives a very small order, 
or when tho customer is a strangor and it is not 
itosired to open a credit account with him, tho goods 
are not supplied b <t « Pro Forma invoice is sent to 
him. thus indirectly asking tho buyer to romit beforo. 
hand tho pneo of tho goods 

it) When goods aro liablu for Customs Duties, a 
Pro Forma Invoico has to b*» shown to tho customs 
authorities so that tho dut> may bo ascertained and 


paid accordingly 

,\ttr — Ref te »i ti* ice ■' !*»' loOe'fljei 


il it oa-I be i«j 


rurlll 1 J checkr 

» copy of il »* m 


Tbr Insoi 


tl e >0* •! u f r-s »»e I It, »3 1 
n i‘e| sr'tl if «•> Uosli, be* 


it tNo/U be ten by pail song »i S A.>ue Ne'e 
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An A4~i e Art rs % l»tler t&» b^rer of th“ £e*pt 'h or 

goods. The Ibtoic* and th» Railway Receipt, if any, a* - * «ac.os*d 
« ivh this letter. 

On receipt of an invoice the buyer should compare 
it with the copy of his order, check the calculations 
and the total, and then initial it. 

After the goods have been received and checked, 
the invoice should be carefully preserved There are 
several ways of doing thi®, but the general practice is 
to keep it in a * Guard Bool 

The Guard Book — This is a large Scrap Boot 
■usually made of cartridge paper. On the right hand 
side of each page are ruled money columns. The 
invoices are folded, endorsed, and pasted into this 
hook, and the total amount of each is shown in the 
tnonev columns 

Specimen Guard Book 


16J1 Vsjrh , 1035 

Gava Prasad and Sees. 


zjst April. 1933 

Bh k» Mai Gclzari LaL 


How to prepare an Inland Invoice 

Invoice® are generally set out on spec.al forms 
with beautifuliv printed or engraved heading®, show- 
ing the name of the firm, nature of busine*® earned 
on, and the addres® 
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The Telephone No , the telegraphic address, the 
name and edition of code used, and sometimes the 
terms of trade, are also printed at the heading 

Besides the heading, an invoice should contain the 
following : — 

1 Date on which it is sent This is written at 
the right top corner. 

2 Name and address of the buyer, written at the 
left 

3 If the name of seller is not shown in the 
heading, it should be written in the centre preceded 
by the words ‘BQUGHT OF ’ 

4 Terms with regard to mode of transit, carriage 
paid or forward, rate of cash discount, time of credit, 
etc i are generally written above the details of the 
goods — 

5 The details of goods form the body of the 
Invoice and show: — 

(а) Number or quantity of goods, 

(б) Names or description of articles, 

(c) Price or rate of each class of articles, 

(d) Amount of price of each class of articles, 

(e) Discount, charges for packing, carriage, 
etc , if any 

All these particulars are written in upright 
oolumns running one after the other The amount 
column is totalled and ruled off 

6 The signature of the seller appears at the right 
bottom corner 

7 The abbreviation “E & 0 E \ meaning 
'‘Errors and Omission * Excepted ’ are often put 
down at the end of an invoice They entitle the 
seller to correct any mistake or omission that 
might be discovered in the invoice 
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The K, V. Boot & Shoe Manufacturing Co , 
(Manufacturers & Importers 
o! High Class Footwear ) 

Lucknow, lOtb June, 1930 
Teleg, Add — “Leather 
Tele No— 187 
Code — A B C (6th Edn ) 

To 

Messrs Abdul Majid Khan & Sons, 
Boot and Shoe Merchants, 
Aligarh 



Geer. Glace Derby 
Lad es 1 Slippers 
Ladies’ Fnll Slippers 


Le*s Trade Dis. © 10 


For the K V Boot &. Shoe Mfg Co 
B N Verma 

Per E I E Goods Train, 

Carriage forward 
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Telegraphic Sialkot, 27th May, 1935 
Address — “Sports”. 

To 

Messrs Ilagbabir Narain & Bros , 

Genera] Merchants, Khurja. 
BOUGHT OF— Ub eroi Sons & Co., 

Manufacturers of High Class 
Sports Materia] 


Terms — Net Cash Packing Free. 


a Doz 

Hockey Sticks— 

Rs 

Rs a 

p Rs. 

■ 


T doz Rubber handled 

3° / 

30 < 

> 0 



y t doz Stripped handled 

*4/ 

12 c 

0 



doz Leather Bands 

26/8 

*3 4 

> 





5S 1 4 

0 



Less Discount @ 5^ 


2 L 

7 SJ 

7 

I Set ' 

Ping Pong Ar'icles | 

18/10 

f 

18 | 


doz | 

Volley Balls — ‘Perfect’ 

2 7 1 

>3 « 


| 


Less Discount @ 


o Is 

_ 5 *3 | 



Add— Carriage 




6 | 


£ & O E 

Total 


I'M 

J: 

1 


1 

i r 


Uberoi Sons & Co 
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Foreign Orders and Imoices 

An Indent is an order for goods sent to (or received 
from) a foreign merchant 

It contains full particulars regarding the quantity 
and quality of goods , their rates , manner of packing 
and marking and time and place of delivery, etc 

A Foreign or Export Invoice is one which is 

prepared in connection with goods sold to a foreign 
merchant It differs from an Inland Invoice in somo 
respects — 

1 The heading usually contains — 

(а) A short description of the goods 

(б) Name of the ship on which they are shipped^ 

(c) From and to which ports 

(d) Name and address of the purchaser 

2 In the first column are given the marks, signs 
and numbers put on the packages These ate meant 
for indentifying the goods, when the importer claims 
them at the docks 

3 They are prepared in different ways, in accord- 
ance with the terms. Loco, F O B., C. 1 F , etc 

4 An Export Invoice is generally prepared in 
three or Jour copies 

The examples following should be carefully 
studied — 
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Indent 

The Electric Trading Co 

Telegrams “ELECTRO* 

Madras 

Code used “Bentley’s " 

Madras, 14th July, 1935 
Messrs B J Merchant & Co , 

London 

Dear Sirs, 

Please purchase for our account— 

Goods : Electrio Pocket and Cycle Lamps 
Quantity or Number : Z Doz each 
Prices Pocket Lamps @ 10/6 per doz 
Cycle „ @ 24/- „ 

Packing and marking \ 

Madru. 

Delivery To be shipped by P and 0 Liners 
Freight and Charges Charged forward on Invoice 
Insurance To be effected in London for 15^ over 
l invoice value 

Ineotce One copy each of invoice consular in- 
voice and certificate of origin to be forwarded 
to us br mail 

Payment —D/A Draft for 60 days 
Instructions Pay particular attention to packing 
of bulbs shipment as early as possible 
Yours faithfully, 

R S Iynger, 

Manager 
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Export Invoice 


Invoice of 5 cases cotton Goods shipped per S S “Victoria” 
for account and risk of Messrs. Brace & Sykes Calcutta 


4C/ goo pcs., 44 w. 
IMO@ 3 f 


n_2.Lv 

‘ 1 lit to' 


Liverpool 

24th July, 1935 Merchant S. Co 


Correction of Mistakes — Mistakes * sometimes 
•occur m invoices , they are corrected as follows : — 

(1) "When a mistake is discovered within a day or 
-two of sending the invoice, it may be cancelled by 
forwarding a correct one 

But one great drawback of this method is that 
the accounts in the books have to be altered, which 
a businessman would not like 

(2) Therefore, the most usual practice is tc use 
Debit and Credit Notes for correcting invoices. 

A etc. — A Debit is a charge or sum payable by a person, who k 
called the Debtor a Credit is a charge or sum payab’e to a person, 
known as the Creditor 
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A Debit Note (D/N) is a statement showing the 
particulars of the amount debited against a person. 
It is Bent by the seller of goods to the buyer when- 
ever by mistake goods are (a) undercharged , (6) or 
the invoice is undercast , (c) or when some item is 
not included in the invoice 

Wote —T a un itrthargt means to calculate the price of goodi at a 
lower (ate than it ought to be 

Ta un iercait means to total the mroice less, by mistake 

Debit Note 


Lmlimli Buildings, 
Cawnpore 2oth June, 1 935- 

Mess rs John Brown & Sons 

Cant , Agra 

Dr to The Cawnpore Woollen MlUa ltd 

Invent 



a n 

8th June 

To undercharging ol Blankets, Flam, 




*!4 x 1 K « 1*1 *»ch 

* 

8 o 


C 

B Lai 

1 


A Credit Note (C/N) is a statement (pnntod usually 
in red) showing tho particulars of the amount credited 
to a person 

It is sent by the seller to the buyer— 

(а) When goods aro returned on account of 
some defect 

(б) When empty cases or packages (which have 
been charged for m the invoice) aro returnod in good 
condition to the seller 

(c) When an allowance is made to the buyer 
for short-weight, damage, or some defect in goods 

(d) When the goods are overcharged, or the 
invoice is overcast 

goodi are damage}, or they at- short in quantity c-r 
number, it rs the buyer who po at s out the delect by sending a Utter tf 
Com/hint The seller then fotwardi a C/N 
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Credit ISole 


Lnelcnow, sotb Jsse, jpj5 
Messrs. Abdnl Majid Kfcas &. Sons, 

Aligarh. 

Cr by The K t Boat aai Shoe Mannfacltrle $ Co 

In tt e 


Rs ja. p. 

lOtb June 

By Return of 2 prs. Ladies Full Slippers 
(damaged) at Ks. 3 4-0. 

6 So 


By overcharge of 4 prs. of Gees’ 
Glace Derby at / 4/ „ 

| 1 

I 1 0 c 



7 is 0 



M 


D A' Ten ion, 
ST an tiger 


A Statement ol AcconDt (S/a) is a document which 
is sent by a merchant to his customer, monthly, 
quarterly, or at the end of some other period It sets 
forth the value of goods bought at different dates by 
the customer, as well as the amounts of cash received 
from him and discounts or redactions allowed to him, 
thus showing the balance due at the date of the 
Statement. 

Whenever there is a balance coming over from the 
past period it is put down first of all in the statement, 
Stsfe, — ‘Tt render an esraunt mnu to tend a tfjueO'Cl of 
Account 

It serves two purposes * — 

L It is a reminder to the customer to pay up his 
account at the due date 

2 Accounts as kept by both the parties can be 
compared, and mistakes if any can be corrected, thus 
avoiding further delay. 
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Statement of Account 


Sadar Bazar, 

Delhi, 17th June, 1930 

L. Pirbhu Dayal, 

General Merchant, 

Khurja 

In a/c with Md Yakub Md Idris 

1930 


R» a p Rs a p 

June, is 

To Balantf iff 

1 i0 

., 13 

To Goods 

146 to 6 

• • *9 

To Goods 

*»o 4 9 

J«iy. >3 

To Goods 

«90 14 547 3 

| 597 «? 3 

June, zS 

Ey Cash 

150 J 

1 

July, 6 

Ey Cash 

*50 j 

iS 

Ey return 

— -L dif- 


Balance du- 

j j*ibh 


Muhammad Yakut, 

Muhammad Idris 


Methods oT PaymeDt — There are different methods 
of remitting money or making payments for the 
price of goods, as Bhown in the diagram given below. 



Methods of Pavment 
(For Inland Remittance ) 


r 


By credit 
Instru meats 
i 

J 


l 


Coins of 
Gold and 
Silver 


r 1 1 

Cheques Bills of Exchange Promi^sorr 
or Hundis Notes and Bant 
Drafts 

1 


1 

Currency 
Note's, or 
Ban! Notes 


i i 

Money Stamps and 
Orders or Postal Orders 
V.P Po*t (for very small 
sums ) 


WheD the terms regarding payment agreed 
between the hover and the seller are 'prompt cash' 
or *ca«h on delivery*, we have learnt that the usual 
method is to male the payment through the post, the 
R/R being sent bv the seller as a Y. P. P„ If the R/R 
is sent through a bank then payment is made through 
lb e bank. 

"When some credit is allowed to the buver and the 
Statement of Account is received from the seller it is 
checked carefully with the buver*s own books of 
account and payment is then made eithe- by cheque 
or by a Bill of Exchange or a Hundn 

In case the amount to be remitted i<= small, pay- 
ment mav be made by a Monev Order (or a Postal 
Order) or by sending Currencv Notes under injured 
cover. But m business tbe«e methods are seldom 
nsed because of their expensivenes^. and also because 
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businessmen usually keep a bank account and can 
easily issue a cheque. 

When the amount sent by the buyer is duly 
received by the seller, a Receipt has to be issued for 
the payment 

A Receipt is a document acknowledging that some 
thing (goods or money) has been received A receipt 
for money shows the following particulars : — 

(1) The date when money is received 

(2) The name of the payer 

(2) The amount received both in words and 
figures 

(4) What the payment is for 

(5) The signature of the receiver 

Stamping — Law requires that a receipt for more 
than Ra 20 must bear a revenue stamp of one anna 
The receiver of money should make his signature 
on the stamp in such a way that part of it appears 
on the stamp and part on the paper 

The cost of the stamp 19 borne by the receiver of 
money 

In the following cases no stomp is required on 
receipts — 

(1) A receipt issued by a banker for money re- 
ceived as a deposit 

(2) Receipts issued by a Government Officer in 
payment of Taxes, Duties, etc 

(3) A receipt given in acknowledgment of dona- 
tions and subscriptions of a public nature 

Kinds — A receipt may be»n full payment of an 
account, or it may be in part payment The former 
is called a 'Receipt 111 lull , and the latter a ‘Receipt 
On account the wordings in froth differ accordingly 

Receipts are generally made out on printed forms 
having counterfoils 
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Note carefully the specimens that follow 

(Receipt lor loll payment) 


No 39 

20th Aug , 19 SO 
Lala Pirbhu 
Dayal In settle 
ment of a/c ren 
dered 17 th inst 


Rs 187-53 


“ No 39 

DELHI SOth Aug , 1930 
Received with thanks from Lala 
Pirbhu Da^al the sum of one hundred 
and eight} seven rupees five annas 
£ and three pies onl} in full settlement 
' of our a/c dated 17th August 1930 

'/ V r I 1 anna 1 

* Ss IWJTJId Yaf-ub Jld] Idris, 
, - — - > Stamp I 


Md Vakub 


(Receipt lor part payment) 

No 39 i No 39 

20lh July, 1930 % DELHI 20lh July 1930 

Lala Pirbhu * Received with thanks from Lala 
Dayal on a/c. ' Pirbhu Dayal the sum of rupees ore 
/ hundred and fifty only on account of 
' our statement rendered 17th inst 

-• - — ■— | 1 anna j 

Rs 150/ * Rs 150/ Jiftf Yal-ubMd, Idris 

'/ j Stamp j j 


Md Vakub 
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A Voucher is any written paper, document, or 
book in proof of the pa y merit or receipt of money , or 
one which in any way verifies the correctness of 
account or transactions 

Receipts of payments are often pasted into a Guard 
Book, sometimes called the Voucher Book 

A Cash Memo —In retail trade payment is usually 
made at the time the articles are bought, and so most 
shop-keepers issue for the receipt of money what is 
called a Cash Memo (short form of memorandum) 
It differs from a Receipt in that it does not mention 
the name of the buyer but simply gives the necessary 
particulars of the articles sold 

It Berves as a proof (1) of the payment havingbeen 
made to the seller ( 2 ) that the articles have been 
actually bought and not stolen from some body's 
shop (3) When a person is asked to purchase some 
thing for another then he can show the Cash Memo 
to establish the truth of the price paid by him 


Cash Memo 


The Delhi Cloth Mills Co Ltd , 

No 4167 Delhi 21st April, 1937 

I art cuiin 

Rate | Rj as p 

2 I Sat s No So> 
l Bed Sheet No 1330 

j ) Towel— No 35 

l 

1 

2/1 

1/8 

/12/ 

0 ta 0 

660 


/V l> Oo'i'is once sold w II not be taken back 

0 S Ponde, 
Salesman, 
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Test Questions 

1 What is so rovo ee, what useful purposes doe' it serve 

2 What is a P*o Poima Invoice, when is it used 3 Give a «pecim“n- 

3 How are mistakes m Id wees usually corrected 

4. Explain the nature and use of Debit and Credit Note giving 
examples. In what respects do they d fier 3 

5 What is a Statement of Account when and how is n prepared ? 

Show on* 

6 W hat is a receipt wbzt is i ' import? nee 3 What sorts of 
Receipts do no require a stamp 3 

7 W rue short notes on — 

An Advice Note, A Guard Booh, Firm OSer, Tender, Or’er. 
E.IO I an Export Invoice, Atm her, an Indec- 

8 How is payment for goods usually obtained 3 **ame the various 
mrthod' 3 

9 Suppose joJ have received Ks 233 10-6 from Pandit Ram Shan- 
ker Sastri in full payment of h s debt. Prepare in complrt* form a icccip* 
for it. 

10. What is a Ca'h Memo , how does it diSer from a Receipt ? 
Prepare one 

Practical Questions 

1 Messrs Malik and Co., manufacturers of Games Material, SialVot, 
have sold id Hzrmsa Singh and Sonjj, Lahore, the /oLowmg . — 

S Tennis Rackets a Rs. 14 each. 

4 Tennis Nets „ at Rs. 19-S-0 each. 

2 Dor. Tends Balls _ at Rs. 5 p»r dor- 

2 Dor F out balls „ at Rs. 5 So jvt d r- 

Expenses for Packing etc., and carnage respectively were— Rs. I 2-6- 
a nd Rs. 3 io-c Discount is allowed at 2J W % 

Prepare an lDioice for the sbcne 

2. Messrs. Bhagwati Prasad L Co , Eo-ks-1 ers, Abgarh, ordered 
from the National Store', Fort Bazar, Agra, the fo lowing — 

2 Dor Ink holies at Rt 3 441 per dor 

16 Wilting Pads ut Rsl. j 2-6 each. 

jo ‘B ack B id’ Fountain Pens at Rs. 3 So ea h. 

Terms 2 per cent- tra^e D scocnt. Per Fs'senger train, carnage 

Prepare an Order in correct form 

3 Supposing the goods as above were duly supplied. Make o~t an 
invoice trpens*' Pc ng— 

Packing— Ks. 960 carnage — r s. 0-14 3 

W nte also the ad vie* note 

4- The Indian K ores, 12, Meston Road, Cawnpor*, hai e * d to 
Messrs. Jinki Prasad and Sons, General Merchants, Pilibhi — 

2 Doz Hair Brashes at Rs. 7 '&-o per dor. 

3 Doz. Felt Caps „ a Rs. 4S-0-0 per dor. 

3 Dor Sweaters a. Rs. 3^-4-0 j>*r dot 

h Dor. Ho$*s (Silk) a" Rs. H-S-o p-r dor. 
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D scouot allowed at 5^, and t% o / 0 on cash payment within IS days 
Expenses for packing and coolie respectively were — Rs i 2 9 and 
Re 060 Goods were dispatched Pet Passenger Tram, carnage to be 
paid by the buyers on delivery Prepare the invoice 

5 The Furniture Supply Co. of Bateilly have supplied to Hamid 
and Sons la Park Lane, Lucknow — 

3° Tables at Rs 10 8 o each 

3 Dot Chairs at Rs 25 per dot 

to Office Alrairahs at Rs 32 0 o each 

5 Steel Safes at Rs 47 5 o each 

Discount on safes ana Alnnrahs at 5% Charges for packing and 
cartage Rs S 8 o and Rs 1 3 6 

Make out in proper style an invoice for the above 

6 Suppose the Almitahs in the above were to be charged at Rs 30 
each How should the mistake be corrected ? Prepare the necessary 

7 What is an Export Invoice how does it differ from an Inland 
Invo ce? From the following paiticulars prepare a Foreign Invoice — 

Sold by Messrs Martin aDd Sons Manchester to Induljt Cahramji 
and Co Surat 30 Pieces of Gtey Shirtings each zo yds x * ft »t 8d 
per yd packed in two bales, marked thus 

tyv « and shipped for s s ' Union Charges 

Packing 7/8 carriage to Liverpool and Freight 
\\y' to Surat 10/9 Insurance, etc 14/6 commission 


8 S N Bhatnagar and Sons Perfumers, Lucknow, had the 
following transactions with Hamid and Co Sitapur — 

March I Sent a statement to Ham d and Co for goods supplied 
during Februaty amount to Rs 19 10 6 

March 4 Sold them goods value Rs 30 1 5 6 
„ 7 Hamid and Co returned articles value Rs 2 ro-o 

, 15, Sent goods to them of Rs » J 4 9 

„ 19 Sent C)N for overcharge of 5 »*• 8 p in the invoice of 
iSth in* 

, 23 Hamid and Co , remitted a m/o for Rs 20 

, 27 Supplied goods value Rs t* 9 8 

29, Received a cheque for Rs *0 
„ 30 Sent a D/N fot the undercasting of invoice of 27th lost 
hr Re / 

Make out in proper form a statement of a/c as on the 1st of April 
0 supposing the balance of a|c (in the above statement) is remitted 
in full settlement prepare in complete form a Receipt for the same. 


19 



CHAPTER XIV 


Agents and Middlemen 

In most trades, both wholesale and retail, trans- 
actions are settled and business is done not directly 
by the buyers and the sellers, but through the help of 
certain persons, commonly called AgenlS. 

Need lor Agents —In certain kinds of trades it is 
practically impossible to carry on bu-iness without 
the assistance or intervention of these middlemen or 
intermediaries as they are sometimes called 

The«e middlemen help jn moving the goods, 
in their onward flow, from the producer or 
manufacturer to the consumer In fact, it is they 
•who arrange for the marketing of goods pro- 
duced by others They generally act between the 
wholesalers and the retailers, and their main func- 
tion is to bring the buyers and the sellers together 
on the market They settle the prices and other terms 
of transactions and undertake to carry the^e out on 
behalf of the real parties The agents by keeping 
themselves in close touch with the retailers are able 
to know their exact requirements Tbev secure 
orders by showing the actual goods or their samples 
and price lists, and thus they help the manufacturers 
and wholesale dealers greatlv in their business 

So useful and so necessarv are the services of the°e 
middlemen and intermediaries in the Foreign Trade 
that no business can be done at all without them 

The student must be familiar with the way in 
which the local trade in certals, cotton, sugar, etc , 
is carried on in our towns and cities. The farmers 
bring their produce to Arahtias (that i=, the local 
Agents) who arrange for the sale, wholesale or 
retail, at the prices ruling in the market These 
Agents charge for their services either from the 
buyer or from the seller or from both, in accordance 



AND CORRESPONDENCE 291 

with local customs of each Particular trade. The 
producers resort to fixed agents according to their 
own facilities and connections 

Meaning of Agency— The terin ‘agency’ means the 
relationship existing between two persons or parties 
such that one of them is able to enter into contracts 
on behalf of the other, and al s0 the acts of one are 
legally binding on the other It is based on the inten- 
tion between two persons that for certain acts done 
by one of them the other shall be responsible. 

It will thus be seen that an Agent or middleman is 
one who buys ox sails for ot hors, or ;« entrust ad 
with the business of others The person for whom 
an Agent acts is known as his Principal or Em- 
ployer 

The terms arranged by an agent are binding upon 
bis principal, provided they are made in the usual 
course of business Every manager, clerk, or work- 
man in a business is thus as agent to some extent 

A Mercantile Agent is therefore one who in the 
ordinary course of his business as agent has authori- 
ty to buy or sell goods to consign goods for sale, or 
to borrow money for his principal by pledging the 
goods 

Considered from the point of authority agents may 
be divided into two broad classes — 

General Agents are all those persons filling posts 
or positions of a general nature and having authority 
to act in all matters pertaining to a certain business, 
e g , the manager of a firm or company A general 
agent has, in relation to third parties, full apparent 
authority due to his position or employment 

Particular or Special Agents are persons 
employed to work in a particular capacity or for a 
particular job The principal i& not responsible for 
the act of a particular agent if he does something 
beyond the scope or limits of his assigned duties 
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The nature and extent of authority of an ’♦gent 
may be defined in writing or implied from the ci* 
cumstances or conduct 

Kinds ol Agents — Acco-ding to the trori ond duties 
entrusted to agents thev are classified as — 

(o) A Broker (or Dallal) i* an agent who settles a 
transaction between the buyer and the seller, orfcnTS 
and sells anv commodity for them The charge mad® 
bv a broker for bis services 15 called Brokerage (or 
Vallalt) It is generally calculated at a fixed percent- 
age on the purchase or sale price of good* He doe* 
not have actual posses ion of the goods, nor does he 
act xn his own name, and so is not personally 
responsible for the contracts made through him. 

(b) A Factor is an agent who buys and *ells tn fis 
own name the goods belonging to his principal , he 
possesses as well as manage tb* prope-tr w goo^s 
belonging to others It is al«o his dutv to Lee? hi* 
principal well informed of the market conditions from 
time to time, and to trv to obtain the best po**ible 
terms for the principal The remuneration allowed 
to a factor for his services is known as eor”'ii**ton 

(c) A Commission Agent is one who does not 
possess the goods, but only their samples Bv show- 
ing tbe*e samples he secures orders, which are 
executed direct! v by the P-incipal He onlv ge’f 
commission on each order at a certain Tate pe* - cent 
He is reallv a Selling Agent 

(d) An Auctioneer is a person who is authorised 
to cell goods at an auction. He charges a com 
mission for his service*, and can re am regal 
possession of the property entm*ted to him for sale 
He must not onlv jeenre the best terms ob* 3 ina v le 
for his principal but also take proper care of the 
goods In hxs possession 

An auction is a public place where the article* 
to be sold are *1 nod ed down’ to the higbe*t b dde^ 
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The completion of a sale by auction of an article 
i3 indicated (rather used to be indicated) by the 
auctioneer by striking a bell with a small hammer, 
hence the term 'knocked down.’ Before this any 
bidder may take back his bid, but not afterwards. 

The price below which an auctioneer is not 
authorised to sell off a thing is known as the Reserve 
Price When there is no reserve price, that is, 
Without Reserve price, the highest bidder becomes 
the owner 

The lowest price at which the bidding starts is 
called tbe Upset Price. 

Bui is the offer of a price for an article, exposed 
for sale at an auction 

Duch Auction or the "Cheap jack" is a method 
according to which tbe auctioneer starts the 6ale of 
an article at a higher price and gradually lowers 
it down till a sale is effected or the article with- 
drawn 

(e) A ‘Del Credere' Agreement is one by which an 
agent holds himself responsible for the payment 
of goods sold through him. Besides his usual com- 
mission, he makos an extra charge, which is known 
as the 'Del Credere' comrmsson Such an agent is 
called the 'Del Credere Agent. 

Difference between a Itrokcr-and a Factor. 


<1) A Broker deals m the U) A Factor deals m his 
name of his princi- own name 

pals 

{2) He is not personally (2) He is personally 
responsible to the liable for his acts 

parties 



294 


BUSINESS TRAINING 


(3) He is given the right 
of buying or selling 
goods, but not the 
right of possessing 
them 


(3) He has the right of 
po c sessing as well 
as disposing of the 
goods of bis princi- 
pal 


(4) He is employed for 
a particular transac 
tion only 


(4) He carries on the 
business of bis prin- 
cipal regularly 


Besides the above there are a few more types of 
agents whose services are utilised mainly in the 
Foreign Trade t — 

Importing Agents, who import goods from abroad 
in accordance with the instructions of their princi- 
pals 

Cleaning Agents are tbo«=e who are concerned with 
the work of taking delivery of goods at the ports, 
after undergoing the necessary customs formalities ; 
and then forwarding them to their principals living 
in the interior 

Exporting Agents, Similarly, arrange at the ports 
for the export of goods of their principal®, to foreign 
countries 

Packing and Forwarding Agents are persons em- 
ployed to collect and forward goods on behalf of 
others They are especially necessary in the consign 
ment of goods abroad, though their services are 
mai'pensable to Home Trader sometimes, 

A Contract Note is a short statement or memoran- 
dum sent by a broker or agent to his principal 
advising him of the purchase or sale of good® It 
contains a brief record of the transaction arranged by 
the agent 

The 27ote which is sent to the buyer is called a 
Bought Note, and that sent to the seller is known as 
a Sold Note The following are the specimens * — 
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Bought Note 



Sufeha Nand Shiara Lai & Sons 



Cotlon Brokers, 




i 

athras l?!h March, 1935 


Messes jagj 

an Murarji S. Sons, 




9$5, Kalbad 

vi Road, Bomba; 




We hav 

e this day bought fo 

your account a 



of ginned Cotton of L Hare hand 

Rai Durga Das 

Hathras 





Rs as 

P* 

Cost 

of bales @ Rs 45 


4,5oo 0 

0 

Add 

Out commission ® 

X7o 

in 8 

0 




4612 8 Q | 

Delivery 

Prompt 




Payment 

5 % cash 

Shiam Lai, 




for S N S L 

* s “ 

m 


Sold Note 



Sakha Nand Shiam Lai & Sods 


Cotton Brokers, 



Hathras, 17th March, 1935 

Seth Harchand 1 

vai Durga Das, 

Cotton Merchants, 



K1I3 Hathkas 


Sold for 5 

,our account at our public sale this day— 



Rs a p 

100 bales 

, of ginned Cotton @ Rs AS 

4 , 5(50 0 0 

Less Our 

commission® Rs 2}3% 

112 8 0 



4 ,jS 7 » 0 

Delivery Pr 

smpt 


Payment 5 

y C ash Sh 

/a lot S N S 

ram Lai. 

L. & Sons. 
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A Consignment is a shipment of goods sent to an 
agent, chiefly in a foreign country, for being sold at 
the best prices obtainable The person who consigns 
goods is called the Consignor , and the person, to 
whom the goods are consigned is known as the Con- 
signee 

An Account Sales (A/S) — When a consignment is 
sold off, tbe factor or agent renders to the consignor 
a full statement of the sales made It shows the 
prices at which each lot of goods was sold , charges 
and expenses incurred , his commission (on the gross 
sales) and the net balance owing to the consignor 
It is prepared as follows — 


Agent's Account Sales 


ACCOUNT SALKS of 40 Bales of Jute ex 
S S “Niagra” from Calcutta , sold by Merchant & 
Co , for account and risk of Messrs Warbeck & Soup] 
Calcutta 


40 Bales Jute- 


350 

Less charges 

Freight on 350 Tons 0 2/6 

Dock Dues 

War e housing Exps 

Fire I a suranee on £ 8co ® 

Commission 0 7 % 

Net Proceeds 
Sydney August 7, 1935 


-q- 

646 I0j 9 
Jlftrthanl Sc Ct 
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Broker's Account Sales 


ACCOUNT SALES of 40 Bales of Bengal Jute 
Steamer “Niagra" from Calcutta, sold at auction by| 
other and for account of Messrs Warbeck & Sods. 


o Bales June — 


Tare and Draft 


Less charges 

‘'ales and Advt Ex pens** 
Brokerage at Ji per cent 


Merchant & Co. 


Test Questions 


1 Who are Agents or m ddlemen , what purpose do they serve ? 
Give their classes 

2 Name the chief mercantile agents and describe the functions of 

3 Is there any difference between the tights and duties of a Factor 
and of a Broker ? Explain 

4 What IS a 1 1 ert lere agreement t 

5 Drier be briefly how * Dallals or Brokers arrange for the sale of 
cotton, sugar, wheat, etc in our local markets 

6 Point out the difference, if any, between Diteount and Commission 

7 l\ nte * short rote* on an Auction using the following terms — 
Reserve Price, Cp set price. Bid, and Ho knock down ’ 

g What is a Contract Note ? I repare thos* used by a broker when 
he has arranged a transaction between a buyer and a seller 
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g \\ hat is an Account Sales when is it used ? From the following 
particulars prepare one —150 Bales of cofiee ex S S Nile from 
Jama ca, sold by T h Shah L Co , Madras, for and on account o* 
Banner A Coats. Grc«s weight 140 tons, 6 cwt Tare and draf 34 
cwt a grs- sold at £ 3/3 per cwt. Charges Dock dues £ 2/1/6, 
Insurance £ 5/2, Freight £ 17/ 11 cartag* £ 2/12/6 Portion 
Expenses £ 1/4 , Bank charges, £ 1/6 Commission 2 , y 

10 On 23rd February, 193S D Mora , Co., of Delhi consgned 
per S S ‘Himalaya 5 * Ton' of Oil seeds to the Eastern Tra in- 1 ' Co, 
London, at Rs g 8-0 per c»U and paid Rs. 109 for expenses up to the 
time of shipment. 

The cons gnee took deliver? of the goods on the 291b March, and 
paid £ 14 10-6 for freight and ^23-9 for warehousing etc. The same 
day they sent a Bank Draft for half th* salne of the coungoa*ct , taking 
a rupee equal to is 4d 

The cons gnment was sold as follows —24 tons at £ 12/9/ per 
ton and the re*! at £ 1296 The Consignee pud £ tf^f for fire 
Insurance and £ 3/3 for Sundry Expenses They are « itled to a 
commission of 5 on *ales Prepare an A/S in coned form 

11 Make out an A/S for the following goods sold by S Mabiab 
A Co, Lucknow, on behalf of the Bengal Shoe 'fan fact ring Co , 
Cal cotta — 

5 Cases assorted Shoes @ Its. 36/8 per ca se , 

3 Cases N an Leather Sbo»s @ Rs. a*'/ per case , 

Charges —Cartage Rs. 15 .ror.ge Rs 10 , 

Packing Rs. 5 , Advertising Rs S 
Commit" cn at 4 % on gross amount. 

Terms 30 days sight Draft. ^Amount paid iu ad ran— Rs. ion 


CHAPTER XV 

Banks and Cheques 

A Bank ,s a place where people (mostly the mer- 
chants) deposit their money and withdraw it when 
required, and where other financial and credit busi- 
ness in done A Bank receives deposits of money and 
allowes a certain rate of interest, and it lends the 
same money to those who require it at a higher rate 
This is why it is correctly said that “a Bank deals in 
money” that is, buys and sells the use of money, just 
as business men buy and sell goods The person 
who conducts the banking business is called a Banker. 

The number of banks is very large in the 
advanced countries such as U S A , Fngland and 
Germany where the system of banking is very highly 
organ'zed 

Kinds ol Banks —There are several kinds of banks, 
e 9, Commercial Banks, Industrial Banks, Co-opera- 
tive Bank, and Ercbange Banks In the following 
pages we shall confine our attention to Commercial 
or Trading Banks only 

FohClions of a Bank —A modem Bank carries on 
numerous functions relating to money and credit, the 
chief ones may be grouped as follows — 

1 Receiving deposits of money in current and 
other accounts 

2 Giving money (o) in the form of withdrawals 
from current accounts or (6) by way of loans, 
overdrafts, and cash credits 

3 Discounting Bills of Exchange, Huudis, and 
Promissory Notes 

tfotr—i OserdrnltS— Sometimes a Bark allows a customer to draw 
out fiom his current account an amount in excess of the balance to hi* 
credit The extent of the amount so allowed is agreed upon and in 
most cases the customer has to pledge some security with the banter 
Interest of coarse is charged on the excess ameunt withdrawn 

i Cash Ct edit— In some countries t g Scotland, a Banker to 
help a customer places to his credit an agreed sum on the persona! seeu 
nty of two or more guarantors The customer then draws out sums as 
required and pays interest on the amount actually withdrawn 
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4 Acting as a financial agent, bv — 

(а) Collecting and paying Cheqje® Bills °* 
Exchange and other 'T’dit instruments, on behall ol 
its customer* 

(б) Issuing Bank Drafts ordinarv and circjlar 

Letters of Credit 

(c) Giving Trade Reference and EuppJving 
credit information , . 

id) Helping customers m the purchase and sale 
of Govt Securities Bonds Shares Debentures, etc 
(e) Making periodical payments on behall ol its 
customers for insurance premiums subscriptions 
etc and collecting dividends on sh^re® and interest 
on Bonds and Debenture', etc 

(/) Taking charge of its customer s ornaments 
and other valuables for safe cu'todv. and also acting 

a- an administrator and executor at time® 

(o) Financing inland and foreign trade or 
making an advance on the basis of Invoice®, Railway 
Receipts (or Bills of Lading) and other documents 
5 Issuing Bank Note- In most countries 
important banks are allowed to "oe thei*- own notes, 
for iD'tance the Bank of England Here in India 'O 
far onlv the Govts Cur-encv Notes are issued 
which are now managed bv the Reserve Bank. 

Kinds ol Accounts —Two kinds of account are 
chief] V opened at a Bank— Current Accounts and 
Deposit Accounts Sarlngs Bank Accounts and Loan 
Accounts can also be opened at most banks 

A Currant a c or Drawing o' Open at is one 
where money is placed and withdrawn bv 
customer at anv time Generallv speaking 
interest is allowed on such an account ana 
customer is required to keep a certain nnnunu 
balance for instance R« 500 bv the Imperial 15 a^ 

If this balance falls below Re 500 a charge oi B s 3 
made each half yearlv 

A Deposit or Fixed A c -In thi« account iron" 
is deposited either for a fixed period cf 3, o, I- mo 



and correspondence 


301 


or more, and to be taken out on demand or on giving 
a notice to the banker. 

Interest is always allowed on such accounts, the 
rate varying generally from 1* percent to 6 per 

C6I1 ^ote-A n Hoase-SaIe Account. Some Banks have 
very recently adopted a new system for the sake of 
encouraging thrift among the public and thus 
collecting their small savings into sufficiently large 
sums The Bank supplies a small iron safe to his 
customer in which he can place money as saved The 
life i* sent to the Bank once m three months or so 
the amount is taken out and credited to his 

Svmgs Amount It allows interest at a small rate 

° n A U letter C is UI sometimes written to the bank when 

sending money for a Fixed Depo sit, as follows 

i' Kburja, 10th April, 1935 

I The Aseot^ Btnk of I|)dl>i 

Khurja Branch 

De w! sending you herewith hupees one thou- 

j (particulars as under) to be placed in our name 

Tea Fixed Deposit for.., months at 4 per cent per 
“°Fl«se hand the Deposit Receipt for the amount 
to the bearer 

particulars — Yours faithfully, 

200 AmolaU Rum & Sons 

CaStl par. 

G C Notes 500 
Cheques ow 

1,000 


- -Rank however, supply their own special 
forr^ to be filled in by a customer who des.res to 
place money ,n a Deposit Account 
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Application for Fixed Deposit 



THE IMPERIAL BANK OF INDIA 

No Sz 

(BiacchJ 

khrrja icib Apr 35 

Part cular — 



1 

^\ao ed a F zed D»po t 


* 

Kece pt n fa\oor of Ainolafc 


1 500 

Kao and Sons for one thoo 



sand rupees only for 6 months 


at 4 % P tr an ° 3 m 


- — — 

For Amo aV Ram and So s. 


I 000 0 0 

(sd ) Shwt! La! 


Each time a fixed deposit is made, a receipt, called 
a Deposit Beceipt is given to the depositor 
Fixed Deposit Receipt 


THE IMPERIAL BANK OF INDIA 
(Aot Transfer &ble) 

No 13 Kburja, 10th April, 3o 

| DUE 10th Oct 193o j 

Received from Seth Amolak Ram &, Sons Rupees 
one thousand onlv, as a Fixed Deposit, repavable six 
months after date with interest at the rate of 4 per 
cent per annum 

For the Imperial Bant of India 
Entered ' — (Sd ) b L Agarical, 

G Cband Cashier Agent 

H Prasad Accountant 


After six months whe^ the monev is withdrawn 
bv the deposit this Receipt will be returned to the 
Bant duly acknowledging the receipt of monev on its 
back as follows — 

Received Payment— 

Rs 

Principal I 000 
Interest 2u 


1 anna 


For Aci olal. Ram &, Sons 




Shantt Lai 
Stamp 
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flow lo open o Current a/c with a Hank 
Generally speaking, when a merchant desires to 
open a current account with a bank for the first time, 
he has to introduco himself (if he is not already well- 
known) to the Manager or Agent through some old 
customer ot the Bank or some respectable person. 
This introduction may take place either orally or in 
writing 

The Autograph Book 'When the Banker has 
decided to open an account oftho customer, his 
name, address and occupation will be written in the 
Autograph (signature) Book The customer will be 
asked to make his signature) in tins Book, just in the 
same way as ho would sign the cheques later on. 
A slip containing his signature will also bo given to 
the Cashier for comparison with the signatures on 


chuquos . . . , 

A*>/ —I If l' '» • firm or partnership that desires to open nn account, 
not onlv the lirm s name will t e written in the S gmh rt Hook, but also 
each pinner will have to i^n his own name Thi- i- 1 ccause m a firm 
each inrlnct cm sign ,,n bshalf of the firm If only one or two partner* 
are mic ci ally luthonlrd to sign cheques this fact has to be mentioned at 
the tunc tt e ac ount is being opened 

1 In the caie ol a Joint block Company itiselwnys the Director, 
Managi r, or the -ecretiry who is legally authorised to si B n cheques and 

Throe small books will then bo supplied to the 
customer, tree of any charge -(1) A Pass book, (2) 
A Paying-m Slip Book, and (i) A Cheque Book. 

The Pass Book is a small ledger containing a copy 
of the Current Account of tho customer m the books 
of the Bunk. It has a dato-wiso record of all sums 
rcceucd and paid by the Bank on behatf of the 
customer Deposits into the Bank are entorod in 
the Dr (debit) column, and withdrawals in tho Cr, 
(Credit) column of the Pass Book. The balanco is 

also shown trom day today. . , 

This book remains with the customer, but at tre- 
ouent intervals, it is sent to tho Bank so that the 
account may be written up-to-date Below is a 
specimen of a Pass Book. 
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The Reconciliation Statement — At the time of clos- 
ing the books of account a merchant compares the 
Pass Book with the ‘Bank Account' as kept in his 
Ca9h Book Usually, the balance shown by the Pass 
Book does not agree with the balance of the Bank 
Account in the Cash Book The difference is often 
due to — 

(а) Cheques arawn on the Bank may not have 
been cashed at the time the Pass Book was 
written up, 

(б) Cheques paid into the Bank may not have 
been collected yet 

(c) Bank charges, commission, etc , may have 
been shown in the Pass Book, but not in the Cash 
Book 

(dl Interest allowed or charged by the Bank 
may have been entered in the Pass Book, and not 
in the Cash Book 

To reconcile these differences a statement is there 
fore prepared It is known as the Reconciliation 
Statement 

Example— Suppose on a particular date the ba- 
lance shown by your Pass Book 19 Rs 1,161-5-0, 
whereas m the Cash Book it is Rs 1,064-15 0 You 
also learn that cheques issued to the following 
persons have not yet been presented for payment — 

Ram & Co Rs 150, 

Sbiam & Sons Rs 175 

And, the cheques as noted below were sent to 
Bank, but not yet collected— 

Rs a p 

The Peoples Bank Ltd. - . 100 8 0 

The Allahabad Bank Ltd 85 0 0 

The Bank of Northern India . 30 8 0 

20 
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The Bank charged R* 18-11 6 as commission ; and 
allowed interest R* 6-1 6 Thev were entered in the 
Pa*s Book, hnt not in the Ca*b Book- 

The Reconciliation Statement trill be prepared 
thus *— 


Balance a' pet Cash Bod 

PI as cheques not yet cash-4 

Flu* m etas" showed by Bach 

' 

Rs. a p. 
1.064 15 a 

— 3-5 ® ® 

6 5 0 

Less Cheques not yet col -e'efl_ 
Less Bint Commission __ 

Rs. a. y. 
216 o o 

IS it € 

J.335 V O 

234 n 6 

Sa en r a f*r Part £ppi 


x.iSi 5 0 

The seta- Recoa-'liasion S a ea>ent eoct3 V preptr-3 be ff-altaij 
■with the Puss Took batane- thus — 

Rs. a. y. 

Balance ts per Pass Booh i.lfi ? O 

Tra-p. 

*dd cheques » it -vet eoBectea ri6 o o 

Add Bank commissi -> 3 > r u t r,4 Is 4 

Less Cheques not -i cl cashed 

Less In'eies" a’loacd by Jack _ 

Xs. a p- 

6 l i 

j -ei> 0 6 

331 J * 


r err r c f-r Cah TbpI J.TTjS *5 ® 


Paji Eg In Slip Booh — Thi« book cortauic *ms31 
printed *slips on trhjeb a-e ente-« d tie detail* of tie 
money sent tx a custom ex to tie Bari fr- bang 
credited to hi* account. The*e Icrm* s'es l*o known 
as Credit or -Deposit Slips G-ene’-aBy. a credit fLp 
ia« at* counterfoil along with it, and it -* signed br 
the ca«iier at lie Bank to sewe a* a rece pt for tie 
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TJie Cheque Book — It contains printed forms of 
cheques 25 50 100 or more in each The forms are 
numbered serially and each is made up of two part®, 
the right portion (larger) being the cheque itself, and 
the left one (smaller) the counterfoil 

At the end of the Cheque Book there is usuallr 
an Application Form, which is used for getting a 
new cheque book from the bank when all the Cheque® 
in the book are used up 


(Application Form) 


0 


* 

ij- 




I 


& 3 


No. 19 — 

Ol)e imperial 35ank of Undid. 

KHURJA 

Please deliver to fecargr a new Cheque 

tend by pott 

Book containing forms 

Stg 

Address 


(At k metat of preventing: pott'ble fr*V$ Cutloenert tre 
moil urgently requested to u»e thu order form wbeo 
or denag: * new Cheque Book) 



AND CORRESPONDENCE 


309 


( Counterfoil) 

No 


19 


Hs 


(Cheque Form) 

( Cheque) 
Khurja 


? No 


THE IMPERIAL BANK OF 
INDIA, ( Branch ) 


iSig) 


Whenever money has to be withdrawn from the Bank, one of the 
Cheque forms is filled up n tnlt t gned and tent to the Bank, or g ven 
to the person who h to receive money 


Cheques 

In all advanced countries cheques have become 
the ' businessmen s currency , since they are the best 
medium of payment for home transactions In the 
big commercial centres of the world, such as London, 
New York Hamburg Pans, Bombay Calcutta etc, 
payments worth crores of pounds or rupees are made 
by means of cheques Coins and Notes circulating 
within a country are never enough for the require 
ments of the businessmen and it is only through 
cheques that they are able to carry on such a huge 
trade 

Legal Definition ot a Cheque — a. cheque is an 
unconditional order in writing drawn upon a specified 
banker, signed by the maker, directing the banker to 
pay on demand a sum certain in money to or to the 
order of a person named therein 
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When analysed this definition means that a true 
cheque must fulfil the following requirements — 

(1) That the order contained m the cheque must 
be unconditional, that is, there should be nothing like 
a condition or obligation attached to it 

(2) The order must be tn writing and clearly 
expressed. 

(3) It must be drawn on a ban l that really 
exists under the name mentioned 

(4) It must be signed by the drawer or maker of 
the cheque 

(5) The payment should be on demand , that i c . 
just when the cheque is presented 

(6) The sum to be paid should be a definite 
amount 

(7) The payment should be made to the person 
whose name is mentioned in the cheque, or to the 
person who takes it to the bank 

Thus, any document that fails to fulfil all the 
above conditions will not be regarded as a valid 
cheque in the eye of the law 


Specimen Cheques 
( 1 ) 



■fjPBWTlfflffll 

■Kj - 



sMMsiPliiifcPllljflMPp 



■ 






1—^ 
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I No 86 

\l5th December , 1935 j 

In favour of— i 
L Earn Lai & ' 
Sons, in payment | 
of our account 


5 No S6 

? Khurja, 15th December, 1935 

s The Imperial Bank of India, 

2 ( Branch ) 

1 Pay Lala Ram Lai & Sons, 
J or Order rupees Two hundred 
i only 

Mukal Lai & Sons 


I PyS *00 




Parties to . che, a. -Generally, .hero are th... 

parties to a cheque 

_ fhn iierson who draws, that is, 

(1) The Drawer is the person 

writes and sign, a cheque 

.« Tj_ n v /in whom the cheque 

(2) The Drawee is the Bani on wuoui 

is drawn narson to whom the money 

(3) The Payee is the person 

P KlhdTol Cheques Cheques are of two k.nds- 

"“Ttorer Cheque « ■» 

Bearer are ""SHJtothe bearer or holder of the 
: h tue”.hat-to 'las one who may Present .« to 

o J° °' d f wnS"' after" the wee's""*™ An 
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Order Cheque is payable to the person named in the 
cheque, or to some other person to whoa th° payee 
may like the money to be given 

Vj f — Ve'm-j A 'rc'iens are thos- lE-roleing *-y change Jn tie 
dat-, »no”fit, Bane of the payee p’ace of payment, and the crossing of a 
cheque. The drawer alone can mate for allow to b* made) any ct oral 
alte-aucm and the sane should be innaDed by bin. 

A ‘Bearer Ch'pu' can be corrrer*ed itro aa ‘C V_-r Cie~%A br 
any on- of the panes, hr merely striking orS Lb- word 'hearer’ , be* 
an ‘Ordet Cb-qne can be temed into a ‘Bearer Cb-qo-' only 'S’ Jb- 
JDrawer, who most initial the change. 

If a banVeT pays a cbeqn- having son- ct era! aberatiro and 
wi-hoct proper in: jalrcg of the drawer, he does so a ins own nsk. 

An order cheque requires an endorsement befo-e 
it can be transferred or cashed. 

[To endorse means to sign on the back of a docu- 
ment] 

Endorsement— The signing by the pavee of iris 
name (with or without other word') on the back of 
an Order Cheque is known as endorsement. It is 
necessary when the pavee desires to ca'h the cheque 
or transfer his rights in the cheque to some other 
person. 

The person who endorse' a cheque is called the 
Endorser, z m3 the person to whom the cheque is 
endorsed is called the Etid:ri*e 

meet cl Endorsing S Cteqne— The legs! tiue lo a Bearer Cheque 
can be trans'erred simply by £ -e-vry. lhal is by handing it crer to the 
transferee. 

Bnt in the case of an Order Cbeqae as has been poured on above, 
it requires firs cn ■'rsem rrt and lien £ h~ery 

The endorsee tint a-qtaes fcl r gh of p~vp-ry and possess on in 
the cheque and can also ferber negotta e -or transfer it. BiC the 
endorser can, if he 31.es, restrict its fnrner negouaJtre hr pirt.Bg d-wa 
a Bestnclrt>e Bn prs w- ef as eip^-n-d la er on. 

Thus when an Ord-r Cheque is to b- paid br a banker h- wot d 
•3 wets b» csrefd 1 b see lha* r is properly end cn-d, and if h-ngbriy 
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oheys the instruction! 0 ( his customer (that is the draper) and pays the 

amount as directed the Cheque can b e regarded as proof of payment 

{•orgtti Cn lor t p t if— If a banter pays innocently an Order Cheque, 
which it regain in every respect bat beats a forged endorsement he fs 
safe and the loss will fall on the drawer or the endorses Thu it because 
while a banker must Vnow whether the drawer s signature is genuine 
or not he cannot be expected to know the signature or signatures of the 
endorsers 

Kinds — . An Endorsement may be- 
ll) General or Blank, (2) Special or Full, 
(3) Restrictive, { 4 ) Partj«l,(5) Conditional or Qualified, 

In a General or Blank Pndorsement the endorser 
merely Bigns his name, without mentioning the name 
ot any particular person 

A General Endorsement on the specimen cheque 
going before would appear as - 


(Back of cheque ) 
Kam Lai <£. Sons 

16 5 J935 


In a Special or Full Fndorbement the endorser 
writes above his signature the name of the person 
to whom he wishes the money to bo paid, thus 

(Back of cheque 1 

pay L ala Har Prasad Shoo D&tt Rai, 

Or Order 
Bam La) & Son® 

16 5,1935 

Molt— After * Genera! or Bl*nk Endon«*nt «» Ordtt Cheque 
become! * Belief cheque 
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A General Endorsement can, however, be easdy tuned /rto fpecit) 
by inserting tbe name of the transferee, at>°re the ng&atnre of the 
tEuu£«ot 

In the Restrtctne Endorsement the word 4 only ’ is 
added after tbe name of the endorsee, thus restricting 
further transfer of the cheque 


(Back of cheque) 

P»y L. Har Prasad Sheo Datt Rai, only , 

Ham Lai & Sons. 

16-5-1935. 


A Partial Endorsement is one by which the 
endorser mteDds to transfer to the endorsee only part 
of the amount payable Or it may purport to trans- 
fer the amount to two or more persons separately. 
But such an endorsement is regarded as illegal unless 
it can be proved that the other amount has already 
been paid to the endorsee. 


(Eack ©? Cheque.) 

Pay to Messrs. Har Prasad Sheo Datt Rai 
Rupees *One Hundred only. 

Ram Lai & Sons, 

16-5-1235. 


(^Suppose the above cheque was drawn for Rs. 150.) 

Somtimes tbe endorsee is made tbe agent of the 
endorser by putting down some such words a« — 

(.0 “Pav SYZ for my use.*’ or 
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{«) “Pay Mohan or Order for the account of 
Soban only “ 

A Conditional or Qualified Endorsement lays down 
some condition For example, when the endorser of 
a cheque wishes to free himself from any liability, be 
uses the words “Sans Recourse' meaning without 
recourse to me 


(Back of cheque ) 

Pay L Har Prasad Sheo Datt Rai, 
Sans Recourse 
Bam LaJ & Sons 

16 5-1935 


Buies o( Endorsements— 

l l( in the body of a cheque the payee’s name is ivrtngly or 
differ/nlly tfelt, he should, when endorsing the cheque, write ihe same, 
spelling and then (he correct one just under it, if he thinks lit. Tor example 
one Piarey Lai Sharma is the payee of a cheque, but his name has been 
spelled as 1 earc Lai Sharma lie should endorse as follows — 

Peare Lai Sharma 
Piarey Lai Sharma 

If he ignores the spelling! of his name as gnen in the body of the 
cheque and writes in the endorsement those spellings which he is 
accustomed lo, the endorsement will be wrong and the cheque will not 
be paid by lbc bank 

*, Simi arly, endorsements in ft mil, though quite legal, are not 
recognised by bankets 

An endorsement iy mrsnr of a rubber stsmp M cot enough uo Jess 
(t is initialled by a responsible person and also re ri tied by the banker 

3 A cheque drawn payable lo a married woman, (say Mrs 
William Brown) should be endorsed by her as follows —"Jane firojm, 
wife of IV. Brown " 
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If a ebeqn* is drawn is faeonr rtf * worsts in b*r maid-a name 
<sst. Miss Mtrr Svkes) sad she gees marn"d 12 tb» (ssr # to H- 

femtb) *h“ shond cad one by pm_rg th* word *■»«* es M 3 £srjr Arc..r 
(ear Sjltti* 

4. Cheqnes parable to Partne-ships 01 Eras sins 3 b* endorsed br 
toy one of the partners for by on* speraslly sstbo"«“d) esa'-r.’j as the 
cans w«“ea in The body of tin eheqaa. 

For er ample, Messn. c hariaa Eros & Cn., i*-p-es«*:rtd ^-t fR.P 
Sharas, M & Sbarma, sad o’bers) wffl sign 12 the haadwnting cf one 
of the partner*, s«— 


^Sl-srrra £rn &. Cf ** 

5 . Cheques parable ta Lrared Companies si* endorsed by the 
Director, the Manager, or th« Seen' ary at - — 

Fc The r ‘ew Mer-ta-3* Cc., .Ltd. 

Kcselrr 
See retsjj 

(nr D-~otoi / or Kanag*-) 


It shod 3 *r' be signed es — 

5L Kucher 
Secntsrr {D-rec t or or 

The A rw Mercantile Co^ L'd. 

In the lsner case 1 means tb»i he is singing not on V-hslf tf the 
-coops-y hot 13 his pe-sens? capse*y Such an endees »menr * 21 not 
be sccep ed by the paying banter. 

6- A cheque per tb’e Jo so 2 re's e person shoe 3 by end' > ’S*d i’ T 
him by petting his 1 bnrcb-irEp'e'Sion or other mart snd jneffe 1 * '’w * 
wi.ne's. 

7 . Ti es of conr*esy snd honors, sneb ss Esq., Ids, Mess-s, Kiss, 
Mrs, Babe, Dn, Cap’s n, e'en, which precede the name «f the jwwe, 
id the btr’y of * cheque, shoe d not he os»d id the end cessment*. £ct 
■titles and degrees added af er the tame are a lovab e. 

/.Vr — A* this rage the rodent is a-’ns-d » res - 3 caw fcTy whct 
has been «ud with regard to 'StsseATTir^ an the C’’tixn^l ( t'tstl 
section cf tfas Book 
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The following are the illustrative formt tf Endariementi — 



Endorsements 

Correct 


Self 

(J C ChMterji ) 

J C Chatter;) 

] C C or J Chat 
terji 

Selves 

(Gupta Bros & Co ) 

Gupta Bros & Co 

Gupta Bros or 

Gupta & Co 

Ptetn Mohan Tandon 

Prem Mohan Tandon 
or P Mohan Tandon 
or P M Tandon 

P Tandon or Tandon 
only 

liar Gopal (illiterate) 

11 is Thumb Impress on or 
mark— x liar Gopal 
Witness Jai Ram 

Not his thumb 
impression or 

mark alone— x 

Dr Mangal Deo ' 

M B, B S 

Mangal Deo or Mangal 
Veo 

M B , B S 

Dr Mangal Deo or 
Dr Mangal Deo 
M D.fiS 

Prof S kulkarm j 

S kulkamt 

Prof S Kulkarm 

Capt Malikdad khan 

Malikdad Khan or 

Alalikdad khan Capt 

Capt Malikdsd or 
Capt M Khan 

S k Multery) (wrorg 
spelling) 

S K Mukerji, 

S K Mnkerjee (right 
spelling) 

S k Mnkerjee 

J Smith (now dead) 

For J Smith, Henry 
Fat trick Executor (or | 
Administrator) 

Henry Patrick 

Trustee* of J Sm th 

ForJ Smith 

C Morpbie ") 

i.'iSL 

Chatles Smith J 

Not s gned by all the 
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End oiseci- nts. 

Payee. 

Correct. 

Incorrect. 

Miss. Eailash Mittal. 
(N ov married to Mi 
N.C. Gpcta) 

Eaflash Gcyra (nee 

Mittal). 

EaHash MCtab 

Mis. J Xiiloskax. 

Lilznati Knloskar, Wife 
ci J Kirloskax. 

Lilswtj Err osfcar 

Or J Tt l liiVr.' 

Hua Mai Bbagaran 
Das. 

Hua Mai Ehagaran Das 
fby either of xhe 
partner'). 

Hira Mal,*r Ehag 
araa Das. 

The Onion Trading 
Co Did. 

For The Union Trading 
Co. I/d. /> C inert, 
Seeretarr 

P C. Eha-e, S-metarT, 

1 Tb* Um-u Trad 
j mg Co. 1/2 

The Central Bank of 
India, Ltd. 

For The Central Bank 
k* India, Lti, P 

Verne, Manager. 

The Central Bank of 
India Ltd. or 

1 M. P Tessa, 

' Manager 

The Secretary, Public 
Scm e Commis* on ^ 

i 

For the Pr l bc Serri— 
Commission J 

Secretary 

J She ^on, S-cre'sry 
Pe^jc Sem-e 
CommiEsor. 


Honour and Dishonour of Cheques 

Presentment lor Payment— To present a cheque 
means to late or send it to ibe Bank on -which it is 
drawn, and demand payment of the amount mentioned 
in it 

The holder of a cheque must present it for pay- 
ment as early as possible because if he de’avg un- 
necessarily, and the Bank fails in the meantime, the 
drawer is di=cha-ged from his own liability- 
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If banker pays cash for a cheque presented for 
payment, it is said to be 'honoured , ' met or 'taken 
up' 

But sometimes it happens that a cheque is eiia- 
honoured, which may happen owing to the following 
causes — 

(1) When there is not enough money in the 
account of the Drawer to meet the cheque 

(2) When the Drawer has become insane, or when 
he has died and the Banker knows this fact 

(3) When the Drawer has become bankrupt 
(Devalia) and the Banker knows this 

(4) 'Vhen the Drawer (owing to some reasons) 
has himself asked tbe Banker not to pay This is 
known as an order of ‘countermand’. 

(5) When words and figures of the amount differ, 
or thoro is «ome other irregularity in the cheque 

(6) When a Cheque is mutilated or torn and 
pasted 

(7) When a cheque is presented long after its 
date 

(8) When the Banker has received a Garnishee 
Order 

Garnishee Order — This is an order served by a 
court of Decree on a Bank prohibiting it from paying 
money belonging to the account of a person engaged 
in litigation, and who has been declared as a judgment 
debtor The order is issued by the Court, on the 
application of the creditor, and the whole balance in 
the account of the debtor is attached The bank, of 
course, is allowed to deduct from this balance any 
charge's or debt duo to him by the customer at the 
date of the order 

Example— Suppose Mr X has to recover Its 400 
from Mr Y and ho has obtained the decree against 
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Jiirn Now, learning that Mr Y has an account 
with a balance of iis 51H) with BanL Z, JIr S. may 
obtain a Garnishee Order from the Court, requiring 
the Bank to pav the amount of the decree into the 
Court 

If a Banker refuses to honour a cheque be 
indicate® the reason on the cheque by writing one of 
the following short form®, and return® it to the 
holder — 

R/D*= Refer to Drawer 

N/<V»=No advice 

N/S^Not Sufficient Fund* 

N/F-No Funds. 

I/F= Insufficient Funds. 

Or he may write 4 not in order’, irregular*, 
incomplete', etc., as required 

Jt fiction t/rUeem a £ inker and tits C* f inter So long is tbe 
custom*! his s credit balance jn hts account he occupies ih* petition of 
the credcor, and the Backer that of the debtor Bel if there is * 
debit balance their po' uon« are changed- Thus the general relation 
between a Banker and a customer is that of a debtor and er*di 

In the case of » current afe opened by a customer, the Eickeras 
bound to pay back the amount by honouring the cheqn*s issued by the 
customer, up to the extent of the cred t balaiioe So, a Banker cannot 
Tefnse payment of cheques in the usual corns*, except for reasons 
pointed out above, otherwise be shall b* liable for damag*s, as » 
dishonoured cheque generally aSeds adversely the credit of the customer 

Similarly the Banker most obey the insruTioas of his cnS'oraer, for 
instance, those relating to Cross.ng ‘Or^'er or Bear*!,’ etc. If each t " t - 
trncticms are disregarded by a Banker be cannot debit the account of the 
cns*omer with the amount that he may have so paid. This means that a 
Banker is supposed to know correctly the cus'otnei’s s gna ere and if * 
cheque on which the Drawer 3 * signature is f rged, is paid bribe Ea ker, 
be wiU bare to bear tbe loss himse f B"t cot si if th* «rv*o*s*m*3t 
is forged, and tbe cheqo- is in perfect «*der in other respects. 

A Harked or Certified Cheque -Sometimes when a 
cheque for a rather large sum is received at a Bant, 
it is signed aDd returned to the pavee, thus indicat- 
ing that drawer has sufficient balance in his account 
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and the cheque may be presented for payment by a 
certain date when it will be honoured The Banker 
will in the meantime make arrangement to have the 
required cash to meet the cheque Some such words 
as 'Good for payment tf presented before are 

inserted by the Bank 

A. Cheque be marked at the request of either 
la) the drawer lb) the payee or (c) the i collecting 
banker The effect of marking is that the cheque 
becomes more reliable 

Notice 111 Dls honour -If a cheque is dishonoured 
the holder must give notice in writing to the Drawer 
or the Endorsers (if anyl whomsoever he wants to 
make liable 

It may be expressed as follow** — 

Notice of Dishonour 


Mandi, Hapur, 
21st December, 1935 

L Mufeat Lai & Sons, 

Grain Merchants, Ktaurja 

D '“ r We regret to mform you that your Cheque 
w _ sfi value Rs 200 drawn on the Imperial 
Bank of India, was d.shonoured when presented, 

““wfenctae the said Cheque a. d must request 
for au early payment FalttfuIIy yours , 

Ram Lai & Sons 


IT S stop payment I. eb-ld a, so he advertised 
m the news papers, if possible 
21 
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The lawful holder should then write to the drawe' 
s c 2angr him to i c£- ae anc the" eopr of th° Cieq a* 5 The 
drawer mar, howere*, demand from tn» hold*'* an 
indemnity against lo«a anting from the Ion Cheque 

Intimating loss of Cheque 


Hap nr, 21* t Dec.. 12S5- 
Me^rs Mukat Lai & Sons, 

Grain Merchants, Khurja. 

Hear Sirs, 

VTe regret Tery ranch to hnng to year not.©* 1 
that your Cheque 2*o S5 for II* ®Q3 on the 
Imperial Sant of India, iaB hpen lost. Please 
a c l at once the Bant to stop payment and issue 
a duplicate of the same. 

Tours faithfollr, \ 
Bci Lai & Sort. , 


Crossings ca Cheques 

To draw two transTerse parallel lwp« £Co c 5 the 
face of a cheque means to cro*c it. It is done to make 
*. cheque more safe, since a c-o^ed cheque is paraTV 
to the holder m ot directly, bj' through cl? er la* t 

only. 

Kinds — Crossings on cheque" are cf two hind' — 
General and Special. 

A General Crossing i" that m which simply two 
Iran "Terse parallel line" are drawn thro-gh a cheq^e. 

wjlh or without the *ddit on of the wo*ds ** & Co-** 

“ITot JVepB'ioMe**, etc. 
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Forms of General Crossing 

(i) 



No 86 


K^jKja, 15th Dec , 1935 


The Imp£ 

pwfg^nkpMhdla 


Mes<frs Ra 

rji-<Lal & Sons or Order 

rupees Two hundred 

only 

Rs 

200 

Mukat Lai & Sons 


(m) 
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(iv) 



A Special Crossing is one where m addition to the 
parallel lines the name of some Bank is also written- 
The words “Not Negotiable,” “A/c Payee only”, etcw 
may or may not be used ; and the name of the Bank 
may be written without drawing any line® at #1L 


Forms of Special Crossing 
(i) 



Pay L Ram. 
| hundred only. 
Bs. 200. 


Order rupees Two 
MuLst Lai & Sons. 


(») 
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(hi) 


No 86 


s' 

Jjljja, 15th Deo, 1935 


The 

ifto! India. 

Pay L, 
hundred o 


or Order rupees Two 

Rs 200 

Mukat Lai & Sons 


(iv) 


No 86 

-/'^rtf'urja, 1 5th Dec , 1935. 
The Imr^fRrfnlf^Tlndla. 

or Order rupees Two 

Pay L 

hundred » 

fcVyvlis 

Re 200 

Mukat Lai & Sons 


Cited Ol Crossing— Crossing is a material part of a 
cheque and a cheque when crossed becomes more safe, 
because it can be cashed through another Bank only 
The collecting Bank will do so naturally for his own 
customers, or for those persons who are well known. 
So if such a cheque proves to be Btolen after it has 
been cashed, the Bank can easily find out the thief 

Buies ot Crossing— t The drawei of a cheque may cross it 
generally or spec ally 

X If the drawer has not crossed it «t all any lubsequent holder may 
cross it gene rail) or sjee ally 

3 If a cheque is crossed generally any holder may eross it specially, 

4 If a cheque is crossed specially the collecting bank may again 
cross it specially to another bank Cor collection 
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“ACCOUNT PAYEE ONLY” — These words when 
written as part of a crossing, general or special, 

(1) serve as a notice to the collecting Bank that he 
should only credit the account of the payee with the 
amount collected and not pay it over at the counter. 

(2) They are sometimes al°o taken to mean that the 
Bank tvbo has to collect the cheque should do so only 
if the payee has an account at the Bank. 

Thus a cheque Is made quite sate by drawing it 'to 
otder', and crossing it specially with the addition of the 
words ‘Not Negotiable’ ‘A/c Payee only, etc 

An Open Cheque — An uncrossed cheque is called 
an Open Cheque 

The Drawer alone can open a crossed cheque He 
should cancel the crossing and write 'Pag Cash,' 
adding his signature thereto 

Note - When cheques are sent by post they should 
be crossed always 

A Forged Cheque IS one on which the signature of 
either the Drawer or Endorser is forged 

If a Bank pays a cheque on which the Drawer's 
name is forged, the loss falls on the Banker, because 
be is bound to know correctly his own customer s 
signature and hand writing 

A Stale Cheque is one which bears a date long 
since past, usually six months Banks refuse to pay 
stale cheques 

After a period of 3 years a cheque becomes value- 
less by law 

A Mutilated Cheque is one which is torn worn out, 
or otherwise, disfigured It will be refused by the 
bank 

Care In Drawing a Cheque — The fir«t thing to 
remember is that the Cheque Book should be kept in 
a secure place, ' etter under lock and key, if possible 
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In filling up or writing a cheque the following 
particulars should be carefully noted — 

1 The Date should always be the same on which a 
cheque is actually drawn Am Undated chequecannot 
be cashed as it will be returned by the Bank marked 
1 Incomplete ’ In this case the holder may insert any 
date which he thinks to be true 

A Post dated Cheque is one which bears a date 
after the true time, e g,a cheque drawn on 12th 
December, 1935, may have been dated 14th December, 
1935 It cannot be cashed until the 14th December 

A n Ante dated Cheque is one which bears a date 
before the true time , e g , a cheque drawn on the 12 lb 
December, 1935, may have been dated as 10th Decern 
ber, 1935 Now a cheque like this may or may not be 
refused by the Bank 

2 The Name ol the Payee should be written very 
clearly When money is with drawn for your own 
self or for Office use, write 4 Pay self (or Selves) 

3 The Amount should be written both in words 
in the body of the cheque, followed by *only , and in 
figures at the left bottom No space should be left 
after the words or figures expressing the amount, for 
there is then some chance of forgery As for 
example, a cheque for pounds six (£6) if drawn 
carelessly, may be changed <o sixty (£60) Therefore, 
to effect as a further safeguard, in the crossing there 
may be written under six pounds’ 

If the amount is altered by the drawer he should 
initial it 

4 The signature The drawer should make bis 
signature at the right-hand bottom, just in the same 
way as he has done xn the Signature Boot with the Ban 1 
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The officer of a Company should give his designa- 
tion under the signature as — 

(I) For The Capital Boot House, 

Ram Lai, 

MANAGER, 

(II) pp The Imperial Book Depot, Ltd , 

R 31 Banerjee, 

SECRETARY 

5 Before tearing the cheque out of the Book, 
enter in the counterfoil at least the following — 

(o) Date, (i) Name of payee, (c) What the pay- 
ment is for, (d) The amount in figures 

Advantages of keeping Bank Accounts- Merchants 
as well as other persons derive several great advan 
tages by keeping their accounts m Banks — 

(1) By means of small slips, that is cheques money 
can be sent from one place to another with great 
ease and safety And the cheques which are paid 
away serve as a good proof of payment 

(2) Money can be borrowed (on Loan a/c) from a 
Bank at a lower rate of interest Also Bills of 
Exchange can be discounted and Demand Drafts and 
Letters of Credit can be had from a Bank 

(3) A Bank acts as an agent of the customer since 
it receives and pays money on his behalf, and also 
•collects Bills and Hundies 

(41 A Bank is a sort of referee with regard to the 
credit honesty and respectability of its customers 
Itisal^oa source of much useful information to 
business men 

(5) It is a safe place for the keeping of money, 
valuable documents, ornaments etc 

(6) Traders can do more business with the help of 
Banks and thus the trade and industry of a country 
increase 

Hence the larger the number of Ban! sins country 
the richer it is 
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Test Questions 

1 Define a Bank, and outline the nature of bust ness done theft 

2 Name th* kinds of accounts that can be opened at a Bank \\ bat 
difference do you note in a Current a/c and a Deposit a/c ? 

3 The Electric Trading Co of Khu/ja has sent Rs. 300 to the 
Allahabad Back Ltd , Aligarh to be deposited in a fixed a/c, 
interest at 4 per cent, per annnm Money 10 be withdrawn on giving a 
week s notice Prepare and fill in a proper deposit slip and also make 
out a Receipt for same 

4 De«cnbe briefly each of the following books — 

(3) Autograph Book, (i) Pass Book, (r) Pay n Slip Book, and 
( d) Cheque Book 

5 What IS the object of a Bank Reconciliation Statement ? Pre 
pare one to illustrate your answer 

6 Supposing you keep your a/c with the National Bank of India 
Ltd , Meerut draw and fill up a Credit in-slip for a total sum of Rs- 4,000 
in coins, notes, cheques, etc 

7 Define a cheque, and draw one forRs 25° *-o, on the Peoples 
Bank Ltd , m favour of L Ram Das Shiaiu Das 

8 What is h ‘Bearer’ and an ‘Order* cheque , can the on- be 
changed into the other , if so, by whom and bow ? 

9 What is meant by ‘endjrstment' on cheques 7 Name and explain 
its various kinds, together with the rul»s of endors*menL 

10 When can a Banker rightly ‘dishonour* a cheque 7 What words 
are used to indicate this, and what is the sense of each 7 

11 What is a ’(roism/ , what is the significance of a cross'd 
cheque ? Ufa f rate the different forms of crossings end their effect 

12 What is the exact sense of writing the words ‘A r at Aegotiabld 10 
the crossing on a cheque ? 

13 Is a cheque as safe as cash, if not, how can it be rendered 
nearly so ? 

14 Are Banks really useful to the people , in what respects ? 

15 Explain shortly — Ante-dated and Post date cheques stale 
cheque , marked cheque , open cheque , and mutilated cheque 

16 What precautions are essential in drawing oot or bl mg id * 
cheque ? 

17 Is a Banker liable if he p»ys a cheque on which (7) the drawers 
name is forged , (i) the Payee s s gnature is forged , (ej pays a crossed 
cheque at the counter , (if) pays a cheque bearing the words ‘Not Nego- 
tiable* only 

18 How should a cheque be endorsed in each of the following 

(3) Payable to an illiterate per*on, (f» payable to the wife 0 ^ 5 ! r 
D Swanson, (f) payee’s name sp'lt differently , (d) payable to the 
Principal of the Pitman's College, Lahore 



CHAPTER XVI 

Bills of Exchange 

Owing to the growth of the practice of buying 
and selling goods on c redd, business people are 
always indebted to one another for large sums of 
money These debts cannot be cleared in the usual 
manner, since — 

(1) Coins or bullion cannot be sent easily from 
place to place. There are many chances of risk and 
danger 

(2) Currency Notes of one country are not 
accepted in another country 

(3) Cheques Cannot be cashed at every bank or 
at every place. 

(4) It is always too expensive to use Money 
Orders for remitting large sums of money 


Hence, a system has been found out by which 
debts are cleared by exchange of 


* fMrtvbtatf 



debts It may be illustrated as 
follows 


(«) Suppose a merchant 
named 'A' of Allahabad has 4 B’ 
his debtor for Rs 100, and ‘C* as 


creditor for the similar amount, both living in Cal- 


cutta 


Now, 'A' instead of asking ‘B to send money to 
himself, ard then sending the same to ‘C\ he may 

write an order to ‘B’ 

<d,w») tTl (a (o*6wi advising him to pay 

I ' '’ll Rs 100 to ’C’ Thus toe 

$ * *-| ~ account of the three 

to * "») c K” 1 Parties will bo settled 

Without having to send money from one place to the 
other. 
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(ti) Again, suppose ‘A’ and *B* a T « me-chant' m 
India, and ‘C and ‘D in England ‘A’ i« andeVed to 
*C for Et= 1,000, and D’ to *B’ for the 
Ifoir, the easiest war of settling their acoo-nt i« *hat 
*1) should pay B* LOOO (o” its equivalent m pounds) 
to *C in his own country, and get from Inn a writ- 
ten order on ‘A' a=king the latter to ps-r B*. 1,000 to 
*B' in his own co jnt^v, ‘D* will send this written 
order (Bill of Exchange) to ‘B' who bT showing at to 
‘A* will get the p&vxnent. Thus their indebtedness 
is cross «e*tled and no money passes between the 
two countries , at the tame time the^e has been m*tb 
earing of expense, delav and trouble. 

Such a written order exchanged between two or 
more parties to settle their accounts is inown a* a 
■'Bill of Exchange * It has be*n legally defined a* 
follows — 

A Bill of Exchange tt an »n sfn—mt is vntitg, 
containing c n us con dittos cf order, signed try 
real er, directing a certain person to pay {on der-ord or 
at sor^e future lime) a c*T*crn sn~i cf r-oney to or to 
the order of a certain person, or to if t be.jer. 

It will thus be readilr seen that when analvsed 
<as alreadv explained in the defimnon of a cheque) 
every word m 4 he above definition carries a definite 
-condition which must b» st-ictly complied with if it 
is to constitute a complete Bill of Exchange Thus 
an instrument that does not conform to this definition, 
or orders any act to be done in addition to the F aT " 
ment of mcnev, will not be regarded a«= a 3 31 cf 
Exchange in the right sense cf the term 

The Essentisls c! a Bill ol Exchange, the-e f t~e 
axe — 

1. It must be in xcnhng ' 

2 It must contain on crd*r to pay. 

3. The order must be vneo”diii''Tcl. 
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4 It must be signed by the maker 

.. ? P erson Pressed to pay must be certain, 
ttxat is definitely existing and called by that nan e 

6 The amount payable must be a definite sum 

7 ffae payment must be made on demand or at 
some future determinable time (A Bill payable at, 
say, ones marriage is indeterminable, because the 
marriage may not take place while the one payable 
on the attainment of a certain age or at death is deter* 
minable, because either of the two things is sure to 
happen) 

8 The amount must be paid to the bearer, or to a 
person named 

Its Importance— We have seen from the abore 
illustrations that Bills of Exchange play a very 
important part in both home trade and foreign trade 
They fulfil tho three basic requirements of business 
credit -Security ot debt, Liquidity ot Funds, and a 
good Substitute for currency 

Modern business is buiit on the foundations of 
credit 

The system of credit also implies ‘trust or con • 
fidence’, that is, while the retailer or the buyer must 
be allowed some time before which payment would 
not be asked, the wholesaler or the seller must be 
assured that the debt will be paid in duo course 

This is exactly what a Bill of Exchange does 
Because once a person has accepted a Bill drawn upon 
him he is bound to pay it when it falls due This is 
security of debt, being a legal proof of debt 

Another great facility in the use of Bills of Ex- 
change is that the holder can discount it with o 
Banker or Bill Broker, if he is in need of immediate 
funds. This is liquidity of funds 
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Still further, the holder might pass on the Bills 
of Exchange, he has received from bis debtors, to his 
own creditors in payment of his debts Thus a Bill 
is a substitute /or currency or circulating money. 

Kinds— There are two kinds of Bills of Exchange- 
Inland and Foreign. 

An Inland Bill of Exchange is one which is drawn 
as well as payable in the same country. 

A Foreign Bill of Exchange is one which is drawn 
in one country but is payable m another. 

Parties— Usually there are threeparties to a Bill : — 

The Drawer is the person who draws and signs a 
Bill He is the creditor. 

The Drawee is the person who is directed to pay 
the sum of a Bill He is the debtor. 

The Payee, is the person to whom (or to wbo'e 
order) the money is to be paid. 

He is the creditor of the Drawer. 

A r'e. — Sometimes there ire only r~i> parties to a EF1 ; for exampif. 
when the Drawer asVs the monej to be paid to fcims-1f, he is the Pawe 
Below are the specimens of Inland Bihs of Exchang- — 

Specimen forms of Bills. 


No 27 Delhi , 18 th May, 1925. 

Bs. 1,200 

On demand pay to us or order the sum of 
rupees one thousand and two hundred only, 
value received 

To Sfeattle Bro*- 

Messrs B. Das & Co„ 

Amritsar. 
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|No. 135 Lahore, 22nd February , 1935 

Bs. 50 0 4 Q. 

i One month after data pay to L Har 
Stamp Narain Gopi Natb or order the sum of 
® rupees fire hundred and annas four 
annas. 1 only, value received 

To Khanna Mai, 

Seth Sbiam Lai, Bhagwan Das. 

Gulzan Lai, 

Delhi 

How to draw a Bill o! Exchange— An Inland Bill 

•of Exchange may be written out on an ordinary piece 
of paper, but, as a matter of practice, printed Bill 
forms are generally used 

Special attention should be paid to the following 
points, when drawing a Bill 

(\) The Oalc should be so written at the top right 
corner, that it may not be easily changed, because 
the period of most Bills commences from the date 
(2) The Term or Tenor of a Bill is the period bet- 
vfeen the date of commencement and the data of 
payment It is also known as 'currency of a Bill ‘ 

A Bill may be payable — 

(а) 'On Demand , ‘At sight \ or ‘on Presentation’, 
all meaning the same thing 

(б) ‘After Date’— as *30 days after the date, (writ- 
ten as, 30 d/d) or three months after date,’ (written 
as, 3 m/d) 

(<•) ‘ After sight— 'as *60 day6 after sight', (written 
as, 60 d/s), or ‘two months after sight’, (written as, 
2 m/s) 
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(3) The Amount should be mentioned tn figures at 
the left-top corner, and albo m the body of the Bill, 
xn words. 

(4) The Parlies — The name of the Payee should be 

written as * . pay to Messrs Brown & Sons, 
or order ’ When the Drawer is also the Payee, 
write “ . . pay to us or order " of "pay to self 

(or selves ) or order' The name of the Drawee, toge- 
ther with his address, should be written at the left 
bottom. The Drawer signs his name at the right 
bottom 

“Value Received” — These words are added to the 
body of a Bill at the end They mean that the Bill 
has been drawn in exchange for something valuable 
(goods, cash or services) already received by the 
Drawee. This is called, m legal language, the const- 
deration for a Bill. 

(5) Stamp— All Bills of Exchange, excepting those 
drawn payable 'on Demand' pr ‘at Sight', require to 
be stamped Ad valorem (that is, according to value) 
as follows J — 


Value. 

Rot Exceeding Rs. 200 

Rs. 

Stamp. 

Rs. a. p. 
0 3 0 

Exceeding Rs. 

200, but not 

400 

0 6 0 


400 „ ., 

600 

0 9 0 


600 „ 

800 

0 12 0 


800 „ „ 

1,000 

0 15 0 


1,000 „ ., 

1,200 

1 2 0 


1,200 „ „ 

1,600 

18 0 


1,600 „ ., 

2,500 

2 4 0 


2,500 „ „ 

5,000 

4 8 0 


5,000 „ „ 

7,500 

6 12 0 


7,500 „ 

10,000 

9 0 0 


10,000 „ „ 

15,000 

13 8 0 


15,000 „ „ 

20,000 

18 0 0 


20,000 „ 

25,000 

22 8 0 


25,0 00 

30,000 

27 0 0 


v 
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After this, Rs 9 more for every Rs 10,000 or part 
of that sum 

Accepting 3 BJII — \fter a BiJJ has been drawn it is 
sent to the Drawee for being accepted by him who 
thus becomes a party to the Bill, and liable to pay it 
when due 

A letter is usually addressed to the Drawee advis- 
ing him of the Bill, somewhat as follows — 

"Dear Str — We enclose herewith a draft on you for 
Ds. BOO, the amount of our Invoice No tOl dated 1 5th 
Sept 1985, which please accept and return la us indue 
course." 

The Drawee signifies hi* assent by writing the 
word * Accepted ’ across the face of the Bill, and 
under it he puts his signature and date It is not 
legally necessary to write the word ‘Accepted ’ , mere 
signature of the drawee is enough 

The drawee is thenceforward called the Acceptor , 
and the Bill his Acceptance Before being accepted a 
Bill is generally called a 'Draff’ 

The drawee of a Bill is allowed, in the usual 
course, 48 hours excluding holidays to accept (or not 
accept) and then return it 

Acceptance by the Drawee is not necessary for 
Bills 'on Demand' or ’at Sight’ 

Kinds Of acceptance— Acceptance maybe General 
or qualified 

A General Acceptance fs one in which the Drawee 
agrees to the order of the Drawer without making 
any conditions or qualifications 

He writes the word 'accepted , and then signs 
under it Sometimes he adds also the place of psy~ 
meat, which is known as the Domicile of the Bill If 
no place is mentioned then it is payable at the accep- 
tor’s usual place of business. 

22 
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Note carefully the following example — 


No 27 

Delhi, 18th Mav, 1935 

Rs 300 4 0 

One mont$ a fthi date pay to 

L Har Kkrisp? Gopi Nath or 
order, toe^Qum of rupees five 
hundred \£hd annas four only, 
value^feceived 

Stamp 

9 a* 


Khanna Mai, 


Bhagwan Das 

To | 

Seth Shiam Lai, Gulzari Lai, 

1 

Lahore J 

2 


No 13 

Rs 500 

Bombay. ,10th.OctobeT, 1935 
v V 


Stamp 

9 as 

Three?- after sight 

pay toxus^o^order, the sum of 
five t -fruR^red' Rupees only for 
val^e jhcei'reif 
‘ , 

^ N G Ram &. Sons 

To 


Messrs Greenwood & Co , 1 



Ahmedabad 
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A Qualified Acceptance is one in which the Drawee 
does not agree to the terms of the draft, but makes 
some conditions or qualifications 

A qualified acceptance may be — 

(1) Local, in which the Bill is accepted payable 
at some particular place and there only as — 

" Accepted payable at the Allahabad Bank Ltd , 
only ' 

(2) Parhal , that is, accepting the Bill payable 
for lesser sum, as — 

“ Accepted payable for J2s S00" (instead of Rs. 350, 
the amount of the Bill aa drawn ) 

(3) Qualified aa to time , that'is, accepting to pay 
the bill after a longer time, as — 

'Accepted payable 6 months after date" I, the time 
in the Bill being 3 months after date ) 

(4) Conditional accepting a Bill on certain 
conditions as — 

“ Accepted payable on selling off my goods, or on the 
safe arrival of ship etc ” 

(5) Acceptance by some of the firatiees, not by all , 
e g , A Bill drawn on A, B and C, but accepted by 
A or B only 

The Drawer or the Holder of the Bill may not 
agree to a Qualified Acceptance , be may treat the 
Bill as Dishonoured If such is the case, the Holder 
of the Bill should immediately give notice of it to the 
Drawer or the Endorser (or Endorsers), whomsoever 
he wants to make liable But if the Holder agrees 
to a qualified Acceptance without the consent of 
previous parties, they will bo freed from all liability 

Negotiation Of Bills — Tho holder of a Bill may deal 
with it in three different ways — 

(1) He may keep it t>H maturity and demand 
its payment from the acceptor on the due date , 
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(2) He may transfer it to one of his creditors 
in payment of his own debt 

(3) He may discount it with a Banker or Bill 
Broker When dealt with in either of the last two 
ways it is said to be negotiated or put into circulation 

A Bill of Exchange being a Negotiable Instrument, 
its rights can be transferred in two ways — 

(1) By mere delivery, if the Bill is payable to a 
person named in it or to the Bearer 

(2) By delivery as well as endorsement, if the Bill 
is payable to or to Order of a specified person 


An Endorsement may be — 

(1) General or Blank. ■> 

(2) Special or Full / 

(3) Restrictive, and v 

(4) Qualified. ) 


Aete — Each tind of 
tbes- endorse menu fcas 
be-n expla ned previous!? 
>a Ibe Chapter on Banlt 


[Allonge When the back of a B/E is filled up 
with endorsements, and further space is required, a 
slip is attached to the Bill, and the next endorsement 
is so made that part of it appears on the bill and part 
on the slip This slip is known as an Allonge ] 


Maturity Ol a Bill — hen the period of a bill is 
expressed as so many ' months after date,' it matures 
on the same date of the month in /> ich it falls due 
And if that month has no corre ponding date, then 
on the last date of that month 


Days of Grace — To arrive at tae data of raatuntv, 
three days more are added to the jeriod of every Bill, 
excepting those payable ‘on Demand,’ or ‘at Sight ' 
These days are known as Days of Grace They were 
allowed formerly to give the holder enough time for 
presenting it for payment, but now they have become 
customary 

Example —A Bill drawn on tbe 28th December, 
1929, payable 2 m/d, will mature on the 28th February, 
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1930 , and with Days of Grace added, on the 3rd 
March. 1930 

SimUary, three other Bills drawn on the 29tfa, 
30th and 31st of December, 1929, payable 2 ra/d, will 
all fall due on the 28th of February, 1930, Days of 
Grace not being added 

‘After sight' means that the period is to be counted 
from the date on which the Bill is sighted or seen by 
the Acceptor, and not from the date on which the Bill 
is actually drawn — 

Example *-A Bill is drawn on the 15tb of Feb- 
ruary, 1930, payable 60 d/s, and it is sighted (or 
accepted) on the 8th of March It will mature on the 
10th of May, Days of Grace being added 

If the day on whch a Bill falls due is a public 
holiday it is deemed to be due on the next preceding 
dag For instance, a Bill due on a Good Friday may 
be presented on Thursday preceding The Public 
Holidays are — 

Sundays New Year’s Day, X’mas Day, and Good 
Friday 

Presentment for Payment —As a general rule on 
the due date a Bill should be presented for payment 
at the place mentioned in the BUI during usual business 
hours of the acceptor or of his Bank If this is not 
done, all the previous endorsers will be discharged 
from their liability, but not the acceptor himself 

If no domwtle is mentioned, the Bill should be 
presented at the usual place of business or residence 
of the acceptor 

In case the acceptor has no fired place of business 
or residence, the Bill should be presented to him for 
payment wherever he may be found 

A Bill sent through the Post Office under regis- 
tered cover, will be regarded as duly presented 
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Discharge Iron Liability. — The acceptor or endors-r of a£j! 
is discharged from his liability by any of the three ways — 

(a) By Payment ‘in due Courte’ that is by malting payment 
cn or after the maturity of the Bill just when pres*c *d. 
To signify that a Bill has been discharged, the bolder 
* mply cancels the Bill or writes on it the receipt lot the 
amount and then delivers it to the acceptor 
(i) By Cancellation— If a Bill is cancelled knowingly ly ft' 

drawer and the cancellation is apparent, it is said to be 

extinguished 

If Ike holder of a Bill intentionally cancels the name of the 

acceptor or any endorser, be is discharged from liability 
to such holder and all parties claiming under him 
(f) By Releate —The bolder of a Bill may release or discharge 
the acceptor or endorser by not requiring him to pay. or 

by accepting only a part payment for the whole, or by 

accepting payment m some other form than cash 

Honouring a Bill If a Bill of Exchange is pad 

in due course, that is, directly on presentation on the 
date of maturity, it is said to be “honoured,’ ‘met, 
‘taken up,' lifted,’ or ‘redeemed * 

A Dishonoured Bill — A. Bill is said to be dishonour- 
ed (1) if it is not accepted when duly presented , (u) or 
if once accepted, it is not paid when duly presented 
for payment on maturity, (m) or if it bears a qualified 
acceptance and the drawer does not like to consent 
to it 

Notice of Dishonour — When a Bill is dishonoured 
for want of acceptance or of payment, the holder 
must send a Notice of Dishonour to the drawer and 
the endorsers, if any, as early as possible Any party 
not receiving such a notice will be discharged from 
his liability on the Bill 

Delay in sending the notice is excused when it is 
caused by certain circumstances outside the control 
of the holder , and it mar not be sent at all in certain 
special cases, given below. 

The ISotice of Dishonour is not necessary — 

1 \\ ben it i* not required by the party entitled to t . 


Si 
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2 W hen the drawer himself ha* stopped the payment of the bill . 
, wheo the party charged cotilo not suffer damages for 

want of nonce, 

4 When the patty entitled to receive notice cannot be found , 

5 When the patty entitled to notice knows the fact, and pro- 
mises unconditionally to pay the amount 


Nollm! a Bill— The holder of a dishonoured Bill, 
after giving the Notice, should get It ‘ noted by a 
Notary Public This .. to supply a legal PK>°« |S*‘ 
the Bill was re*' 1 ? Pt«a«“ t “ i “ d dishonoured other- 
wise a holder neglecting to present the BUI in time 
and at the right place might sue the acceptor oh the 

false plea of haying presented it . 

The Notary Public, is either a Government Official 
or « oualified Lawyer whose duty it is to certify dis- 
honored Bills The Noting should be done within a 
reasonable tune 

Thp NoUni* Ticket The Notary public hira»eir 
thedisbonoured bill to the drawee, 
1? not a ePt.‘l or paid .sen then he notes 

demand having been duly made „ 


Order ol Liabilities el Wa ™' pu ! Un g h.i .ccepwnce 

pumarily Italle *“ P*| he ,|oes not hunour the bill u n m»lunty he is 

SSS'JftWi-?---.*- - nd * hoMe[ “ d 

'JZS baVtTcom 

•tier which his e| ‘ one , «, a result ol dishonour 

pensile the hornet o. E ndotser lies roidw.y between 

Tk,r»U," -the E „ e sha „ hive «• «•«»**« 

mm, of the dt.wet »nd S th „ i.,,., has been con- 
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The extent of eontfenttUon payable by any party liable « the 
amount of the Bill with in'eiest at 6 per cent, per annum from the 
due date till the date of payment, plus all expenses properly incurred 
in noting and protesting etc 

Circuity of Action m-ans the endorsera-nt of a Bill to some pr*nous 
endorser a second time The effect of this is that th* intermediate 
parties are then relieved of the liability to tbe bolder, who endorses it 
to the previous endorser 

Suppose a B E in the hands of Krishna has been previously endorsed 
by Sohan Rama Govmd, Mohan and Gopal If Krishna no* 
endorses it to Gonnd, the liability of Mohan arid Gopal ceases. 

Retiring a Bill — If the acceptor of a bill prefers 
to pay it off before maturity, it is said to be ‘ rettred 
under Rebate ’ He will be entitled to deduct interest 
from the amount of the bill at the marKet rate for the 
un-expired period of the bill. This interest is known 
as discount or Rebate. 

Renewing a BUI— When the acceptor of a Bill is 
unable to pay it when due, he sometimes requests 
tbe drawer to extend the period of credit by drawing 
a new bill and cancelling the old If tbe drawer is 
satisfied as to the solvency of the acceptor, he may 
comply with the request In such a ca=e the acceptor 
ias to pay interest at tbe agreed rate for the 
extended period and also the cost of the stamp on the 
new bill 

Drawee in case Ol Need— When the Drawer i« ID 
doubt whether or rot the Drawee will accept the Bill 
(or having accepted, will pay it when due) he often 
puts down the name of another person as Drawee, to 
whom the Holder may go, if need be Such a person 
is naturally well-acquainted with the Drawer and is 
called a "Drawee orRefereetn case of Feed” The 
words usually take the following form — 

* In case of need apply to Seth G. D. Btrla,’ 

Suraj Mol Dabu Lai. 

The ‘Case of Need* is generally mentioned in 
Foreign Bills for tbe sake of maintaining credit of 
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the drawer and also to save unnecessary delay and 

expense 

Acceptance lor Honoor— When a Bill has been 
noted and protested after dishonour for want of 
acceptance or payment, any person (who is not a 
party already hableon the Bill) may come forward and 
accept the bill to save the honour of the drawer or 
any endorser, mentioning the name for whose sake it 
is being accepted This is called ‘Acceptance for 
Honour Supra Protest' 

Similarly a Bill may be paid by a person as Pay- 
ment for Honour Supra Protest 

Payment cannot be asked however, from a person 
who 'accepts for honour , unless the Bill has been 
presented to the original drawee for payment when 
•due and it has been dishonoured even then 

Protest for Better Secarify—The holder of a Bill 

may ask the acceptor to give him a better security, 
if be ha« sufficient reason (acceptors bankruptcy, 
failing business absconding etc ) to believe that the 
amount will not be paid when due If the drawee 
fails to give a bettor security, then the bolder may 
have the Bill protested for better security Tn such 
a case Notice of Protest wj}] have to be sent to all 
the previous parties so that they may become aware 
of the probable dishonour of the Bill But the 
acceptor is not bound legally always to give a better 
security he mav if he can 

Lost Bills — If a Bill of Exchange is lost before its 
term expires, the holder may request the drawer to 
issue another bill of the same tenor and date But he 
will have to give security to the drawer indemnify 
ing him against all the parties should the lost bill 
be found again 

Forced Bills— Forgery cannot give a good title to 
any person So, if a Bill bears a forged signature 
either of drawer, acceptor, or an endorser, the trans- 
feree will acquire no rights on it even though he 
was not aware of the forgery 
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Foreign Bills of Exchange 

A Foreign Bill is one that is diawD in one country 
but is payable in another, e. g . 

(а) a Bill drawn in India and payable in Japan ; 

(б) a Bill drawn in Japan and payable in India; 

or. 

(c) a Bill drawn in England and payable in 
Japan, but negotiated in India. 

Set and Via — A Foreign Bill is generally drawn 
iD a 'set* of three (or two, sometimes), and each one is 
called a t cia' of the set. As soon as one of them is 
paid the others become valueless. 

A Foreign Bill when drawn singly is termed a sola 
(single) Bill of Exchange. 

The following is a specimen Set of a Foreign 
Bill ; — 

( 1 ) 


Calcutta, 10th January, 1955. 
Exchange for R c . 975. 


Sixty days after sight, pay this first of ex- 
change (Second and Third of the same tenor and 
date unpaid) to the order of the National Bant 
of India, the sum of sixty-five pounds sterling 
for value received. 

IV. Benson and Co. 
To 

Messrs. Smith & Sohe Ltd., 

London. 


Stamp 

15 

annas 


£65. 
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( 2 ) 


£65 


Calcutta, 10th January, 1035. 
Exolmngo for IU 975. 


Sixty days after night, pay this*oi*ond of Kx- 
cliango (First ami Third of tho name tenor and 
dato unpaid) to tho order of tho National Hank of 
India, tho sum ot sixty. fivo pounds starling for 
valuo ricolvud 


To 


W Dons on and Co. 

Mosprs Smith fk Sons Ltd , 

London. 


(3) 


Calcutta, tOlh January, toss. 
£G5 

Exchange for Ha 975 

Sixty days after sight, pay this Third of 
Exchange (First and woound of the same tenor 
and dato unpaid) to tho order of the National 
Hank of India, tho sum of sixty-tivo pounds ster- 
ling, for value roooivod 

\V llonson and Co. 
To 

Messrs Smith Sons Ltd., 

London, 


Tho form or tenor of a Foreign Bill is usually 
expressed as so many Days (or months} after Sight, 
because In this way the length of distance or tune 
taken in reaching the Drawee does not aJTect tho 
period of tho Dill 

Usance— Tho period fixed by custom for drawing 
Dills botweon two different countries is known as 
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Usance It depends upon the distance and mean's of 
communication between the countries 

The usance between India and England is 4 CO dajt 
after sight the same for India and Japan , and 
90 days between India and America 

Protesting — When a Foreign Bill is cishononred 
it requires not only Noting bat al«o Protesting, so 
that the rights and claims of the Holder mar b° 
safeguarded against the Drawer and Endorsers (if 
any) living in the foreign country 

A Protest is a solemn declaration, made bv a "Vo 
iary Public, of the following facts — 

(o) The Bill or a copy of it 

(6) The name of the party for whom and against 
whom it was protested 

(c) That he presented the dishonoured BilU 
either for acceptance or for pannent 

id) That such and such is the answer received 
(actual word 1 * are given) 

(e)That he formallv protests against the refn 
sal of the demand 

It is attached to the Bill along 'ritb the Noting 
slip 

Protest for ^on-Pa^menl 

On the cay of in the rear one 

thousand nine hundred and .. , ai the reque=* 

of of I Public 

Notary, by lawful authority and sworn, dwelling 
in ,m the di tnct of , in the 

United Prormces India, did exhibit the original Bill 
of Exchange whereof a true copr is on the othe- 
sids written unto a clem m the counting hou*e 
of , the person upon whom tb° said 

Bill is drawn and demanded pavment thereof, which 
demand was not complied with, and the sa d clerfc 
answered 
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Wherefore I, the said Notary at the request 
aforesaid, did and do by these presents soleo nly 
protest against the drawer and endorsers of the 
said Bill and all others concerned, for all costs ot 
exchange re exchange and all costs, damages, and 
interest already incurred or to be hereafter incurred 
for want of payment of the said Bill 

Thus done and protested at in the 

presence of 



Witness 

Witness 


Notary Public 


Difference between an Inland and a Foreign Bill — 
(1) A. Foreign Bill is usually drawn in a set 

An Inland Bill IS written on a stamped paper 
(„,Sd A Hund, P.per in India) A Foreign B,l. 
may be drawn on any suitable paper 

(31 A Foreign Bill is stamped twice, once in the 
conn ry where it is drawn and secondly, in the 
country where ,t „ paid or negotiated 

f T?nr«ic?n Bill, if dishonoured must be duly 
, (4 > A „ d wtal..n Inland Bill may bo 
“ted, or ra»y not Protest ,» not necessary for an 

Inland of , L Foreign Bill also differs a 

little! Is wdl bare been clear from the specimen. 

Difflrlnc. between a B,C and . cheque t- 
1 A cheque is drawn on a Bant while a B/E rs 

d 'T I" chcquo'is used YorTl.nd payments only . 
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while a B E is used both for inland and foreign pay- 
ments 

3 A cheque is payable just vrhen pre c ented , bat 
a B/E is payable on demand or after some time. 

4. A cheque may be crowed, but a BE is never. 

5 When a cheque is dishonoured it is not neces- 
sary to sent a Notice of dishonour to the drawer ; 
but it is in the case of a B/E 

6 The drawer of a cheque is notdi c cbarged from 
liability, if the holder fails to present it for payment ; 
both the drawer and the endorser are discharged in 
the case of a B/E 


Test Questions 

I D*£ne a Ztll of Exchange, and tl cs*rete h-w i eta be rw<3 to 
settle the indebtedness between <ej three prewns <') four persons * 

a. Point ©cl tie importance of the use of c i Exchange 12 

rood era business. 

3. Explain ’Drawer 1 , Drawee* sad ‘Payee* m connection web 
a Bill of Exchange, and draw one to show their pa-es therein. 

4. IVhat i* the di5ereace between ‘a bolder ©f a bilP and '» 
hdderindne course’ ? 

5 What is Tenor 01 currency ©f a biH , in whsx different wait 
15 it express-d 1 

t ‘What is atcep'acce of a bid* 9 Give its kinds t'-geih-r with 
illustrative exanp es, 

7 Y» hat is S oUug* a bill ; when is * b*'! ‘no’ed’ ? 

S V> ho is a ‘Referee is case of n-ed’ ? 

9 Explain bnefiy — 

4 \alue Received 1 ‘ \d 1 aloterf Samp, Draft, Domicile*. 
Allonge , Noting Ticket , U curing a ETJ. 

to. What are ‘Day* of Grace , art they a! owed on all kinds of 
bibs ? 

it Sate 'whether the following will constitute a BUI cf Ex 
change— 

(a) ‘Pay B Rem Das or order Rs. 100 on the da e ©fix 
damage 

(/) ‘One month afterdate pay to the manej-r cd the Coidea 
Cinema, whaiev er sum he requires’ 

( ) ‘30 days after s ght pay \ or cider the price of z mscnN of 

Sugar 1 . 

12, How is the liability of an aecejrcrof a Bill cis hxrgrd ? 

13. S*ate bnefiy the order of fcaifbty of the parties to a £&. 
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*4 From the following particulars draw a bill of exchange — 
Date ijib Jane, 1930 
Drawers Hazan Lai, Gnlaari Lai, 

Timber Merchants, 

Debra Dun 

Drawee The Krishna Hotel , 

1*. Creekh 11, 

Mussoorie 

Payee Ram Lai Shtam Lai and Sons, 

Cloth merchants 

Terms 30 d/d Amount Rs 74a 

15 The bill is accepted by the drawees payable at the Allahabad 
flank Ltd show the acceptance the it imp duty, and the due date 0/ 
payment 

16 The Dhanwat Woollen M Ms Co Lahore have sold goods to 
Seth Baij Nath Shn Nath Meerut to the value of Its 535 100 to be 
paid within 30 days at 5 percent Cash Discount Oalf a few days 
after the bujers, however have sent a bill for the amount due drawn 
on the National Insurance Co Lahore 

Draw the bill and show the acceptance 

17 How will the above bill be endorsed if the same is negotiated 
■ n favour of L Jamna Das, Bara* of Amritsar ? 

tS An inland bill is dated lit March when will it fall due— 
fa) if drawn at 60 d/d 
{In il drawn 3 m/d 

(c) if drawn at 6o d/s and accepted on t;th March 

19 A holder of a bill for £43* 10s due in 3 months from now, 
discounts it at j per cent per moo b How much will he receive ? 

20 Explain the sense of the term ‘Acceptance for honour supra 
Protest ? 

at What is a Foreign Bill, how does it differ from an Inland 
SHI ? 

22 What do you understand by Protesting’ a Bill ? Describe 
in fall 

23 How is the term or tenor of Foreign Bills usually eapressed 5 
from when does It commence l 

24 What is a Set of a Bill ? Give spec men forms of a full set- 

25 How do you differentiate between— 

(*) An fnland Bill and a Foreign Bill 
(J) A Bill of Exchange and a Cheque ? 



CHAPTER XVII 

Promiseorv Notes And Hundls 

Dellnition.— A Promissory Note (P/N) is an ins- 
trument in writing (but not a Bank Note or Currency 
Note) containing an unconditional promise by one 
person to another (signed by the maker) to pay on 
demand or at a definite future time a certain sum of 
money to or to the order of a certain person or to 
bearer. 

Parlies —A Promissory Note requires only two 
parties . 

(1) The maker or Drawer of the Note, that is the 
Promtser. 

(2) The Payee, or the Promt see 

Joint and Several Liability — A Promissory Note 
may be made by one person or by more, and their 
liability may be either joint or several 

When the makers of a P/N promise to pay jointly* 
it is said to be a Joint Note ; when they promise to 
paysingly.it is a Several Note. It is the wording 
of a P/N which tells whether the liability meant is 
jont or several or even both. 

Study the examples following : — 

1 — Simple Promi s sory Note 


Stamp 

3 as. Lucknow, 20th January, 1935. 

Rs iooT 

One month after date I promise to pay 
Messrs Murari Lai & Sons, or order the 
sum of rupees one hundred only, value re- 
ceived 

Pam Lai Tncart 




AND CORRESPONDENCE 


363 


2 — Joint Promissory Note 


1 [ 

^6 a™** | Cawnpore, 14tb May, 1935 

Rs 250 

Three »months after date »we promise to 
pay L Ganga Sagar the sum of two hundred 
’and fifty rupees only, for value received. 

Harsaran Baas, 
Ramsaran Bass , 


3— Joint and Several P/N 

t 

fi 

S las P 1 Delhi, 30th January, 1935. 

Rs. 50 

On demand we jointly and severally promise 
pay The National Insurance Co , the sum of 
:ty rupees only, value received 

John Brown, 
Smith Brown 


4 — Several P/N 

I 

V 

Stamp Delhi, 30th January, 1935. 

1 as. 

is 50 

On demand I promise to pay the National 
neursneo Co , the wm of Bupees fifty only, 
»*“® received Brown, 

Smith Brown 



23 
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Stenp Daty — P-omisso-r Ao*es »•*■» s+*mp»d 
according to tbe schedule as b e lcrw : — 

U) //p2’ cble on de-is-d — up to 
Be 250 lanna. 

Second Re 2o 0 upto Re 1.000 2 annaE 

For ctbe- amounts 4 annac 

(2) If m o * p'jzble or de—ond — Tb° E-m® &5 on 
aBE. 

% jr . — Or)j pos'tg" slttaps tbacl'" b» rsHl *or pcpase. 

Difference between a B E and a P;N 

(1) A B E is an crdrr lo anothe- pa-tr to p*’f 
* ce~tsin sum , 

A. P/A is a prowls* by one p*-tT to par a eo-ian 
sum to another 

1°) A BE gene-allv has three pa-ties , A PjA 
has onlr two 

to) A BE as d-a-vm fcv the Cttii or, A?J5 
is made br the Deb'or 

(4) A B/E requires cecep'uree , A F/A does not. 

(5) Tbe aeeep*o-s of a BE can b* bsb’ecxfy 
jointly , 

Tie mafce-s of a p/A may i* Jfabl* _/o rify or 
seivrolly 

(6) A Foreign BEie d-a\rn m a se , and "when 
di*honou-ed most be protested , Fo-e ga F A S a-e 
made singly, and need not b a p-ote'ted J. dishonoured 


Head Is 

Tbe=e are Bills o f Exchange ■w-at*»n in Indian 
languages, moEtlr m ^zrref or ’-sr , i, A chs-ae*erE 
Hundis bar© be®n used in this ©oun*-v hr mah- sns 
and eawha-s from re-y old times, and ti^r a-* 1 
gore-ned chie3r br local trade customs 
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Hundis are written on special hundi-papers, bear- 
ing impressed stamps, the amount of which is the 
same as on Bills of Exchange. 

There are two principal kinds of Hundis r — 

(1) Darshni Hundi , which 19 a demand draft 
payable just on presentation 

(2) Mtadi or Mitt Hundt is a bill payable after 
the expiry of the period mentioned in it, usually 60 
days after sight. 

Besides the above, two other kinds of Hundis 
are also sometimes used 

(1) Hamjog Hundi is one payable only to the 
person named therein, and it is not transferable. 

(2) Shahjog or Dhamjog Hundt is a bill pay- 
able to a wealthy, respectable person or to a person 
who is supported by another wealthy, respectable 
person. 

There are a few terms used in connection with 
Hundis. as explained below — 

'Sabi When the Drawee accepts a Hundi be 
writes this word above bis signature. 

* Phcri at' means that a Hundi is dishonoured 

* Shan pat or Bhan gai means that a Hundi has 
"been duly paid 

•Khoti Hundt' is one which is doubtful or forged. 

'Khoka-Hundt means a Hundi which is paid or 
redeemed and is, therefore, no more of use. 

'Samackar' is a letter of advice sent by the Drawer 
of a Hundi to the Drawee 

'Ztkrt Chittt' is a letter written by the Drawer of 
a Hundi to his Agent or some other person request- 
ing him to honour the Hundi, if it is dishonoured by 
the Drawee. 
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Specimen of a Hundi 


^ CHDNNI LAL BATAN LAL^KHtJRJA 

5?o — OIV — -DEMAND 

fefe iff fetu<y) fln!uw4 iff a?f ml (sjb- 
gsnra ssis si) 5ra ftrai ijisa s gvft 
ara ch ara at bib bib a^rar, strc^ ?g an ? 
am % sat ad i s= (afcr st) sfaa so qsy % 
sis Bo iqoj % ?a qj i Bs"f BadsitdaiBara 
saiaa srap) % fast ate a;"! ». i gd a?a 
aam sis ‘q^ra b>sk fcnai ama %ra bb 
aia aai i 

feif fad atsad B 

5°— ■foTTiJtS TWISTS 


Explanation — The above ie a. Hundi on Demand 
and denotes the following particulars : — 

Date— 21 st January, 1935 (according to English 
Calendar.) 

Place— Kb nr] a- 

Anount — Rupees Five Hundred. 

Drawers — Chunni Lai Ha tan Lai 

Drawee — Messrs GurmuLh Rai Ba c deoof Ha tbrst' 

Payee— ileegr<= ShiamLal, Ajudhiva Pra*=ad 
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Hundi in Roman 


CHUNNI LAL RATAN LAL, KHURJA 

No . Hundi— on— D emand 

Side Seri {Hathras) shubhastanek Shri 
PaTRI BHAI (Qurmkkart Basdeo ji) JOO LlKHI 
KIIDBJA SE CHDNNILAL RATANLAL KI RAM RAM 
Banohna, apranch Hundi Nag l apke Upar 
KaRI RUPaYA (Fne hundred) ANKEN RUPAYA 
(Rs 500} EE NIME RUPAYA ( Rs 250} KE DUNE 
Pure dena Yean Rkkhe bhai Sh\am Lai 
Jjudhiua Prasad/ KE MITI (Pus Bad\ 2). HUNDI 
PAHUNOHE Turant RUPAYA Sahjoo CHALAN 
Bazar Thikana Laoay chokas Kar Dam 
Dena 

HUNDI LlXHI MITI {Pans Badi 2} SAM AT 
1991 ) 

DaSTKHaT (Chunm Lai Ratan Lai) 


Advantages of the use of B/E 

1 A Bill of exchange is safer than money, and 
minimises expense and trouble in its use 

2 It is a legal proof of debt and it also fixes a 
time for its payment 

3 Being a Negotiable Instrument a B/E can be 
used by several persons to settle their cross tran 
s&ctions 

4 It increases the number of credit transactions 
and diminishes the use of large quantities of money 
(both coma and notes) resulting in a clear saving 
to tho Government of a country 

5 It teaches merchants the habits of being 
punctual, honest, and self respecting 
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All these advantages in tarn help to develop credit, 
trade, and industry of a country. 

Bank Drafts —A. Bank Draft is a Bill of Exchange 
(generally an demand) drawn by one Banker upon 
another, asking him to pay a certain sum of money 
to or to the order of a person named therein. 

Bank Drafts are used mostly for remitting money 
to foreign countries. They are particularly useful 
for travellers and tourists who do not like to carry 
cash along with themselves 


1. Specimen Sank Draft 


THE IMPERIAL BANK OF INDIA 


Ss 54-8-0 Calcutta, 10th February, 1935 

On demand pay to the order of Mr. A. C. 
Chatterji Rupees fifty-four annas eight only, 
value received. 

W. Nicholson, 
Manager. 


The Manager, 

The Allahabad Bank Ltd , 
Meernt 
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8. Another specimen of a Bank Draft. 
A. 18812 

3?., Imperial Bank 0 ; India 


*•5 £ 30-0.0 
{£ SECOND o/prf 
'ft 5 of Students ffookA) 
Sterling 


J&onlUh Oct. 1932. 

r & ema '*d of this 
Pgyfttst unpaid) Toy to the Order 
1 Ltd the sum of ‘thirty Pounds 


To 

L J Imperial Bank ol India 

aS 22, OH Bread Street, 
at London, L C 3 


Value received 
For Imperial Dank ot lodl 3 . 


Bank Notes —A Bank Note is a promissory note, 
payable on demand, and is issued by a Bank, 
especially authorised by the Government of a coun- 
try, for instance tho Notes issued by the Bank of 
England Herein India the Reserve Bank has now- 
got this right of issuing such Notes on bohalf of the 
Government They are callod Currency /Totes, and 
are of the values of Rs 5, Rs 10, Rs 50, Rs 1U0, Rs. 
500 and Rs 1,000. 

An 1 0 U — It is a written acknowledgment of a debt, 
made by one person to another. The letters I, O and 
U have been substituted for the sound of the words 
V owe you' An I O U does not require any stamp 
Specimen I O U 


Khurja, 5th December, 1935 
To 

Mr. Ram Behan Mathur, 

I O U Ten rupees (Rs 10 ) 

Bhacwat Swarup Saxpna 
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Accommodation Bills — An Accommodation Bill is 
one which is drawn, accepted, or endorsed without 
having received any value for it, but simply to assist 
a friend who temporarily stands m need of money. 

Since such Bills are not real trade Bills, they are 
also known as “Kites” “ Windmills etc. 

Documentary Bills.— A Documentary Bill is a 
Foreign Bill of Exchange having with it the necessary 
shipping documents, (Export Invoice, Bill of Lading, 
Policy of Marine Insurance, etc.) relating to a con- 
signment of goods 

These shipping documents are delivered to the 
consignee when he has either accepted or paid the Bill 
(according to terms of agreement, D/A or D/P.) 

fD/AaDoeumen $ again# acceptance. 

Kelt 4 

\.D/P=» Docnine nts again# payment. 

Specimen Documentary BiU — D/P. 


JH/anchesfer, 15th October, 1939. 


' SIXTY d/s pay this First of Ex- 
Stamp | change (Second and Third unpaid) to 
Is i our Order, the sum of one hundred 

1 I Pounds sterling, value received I 

sgamst — 1 

e/a\l four bales of superior Flannel, per 
/ \ S S. “Victoria,” Documents attached 
' to be surrendered on payment. 


To Merchant & Co. 

The Elgin Mills Ltd., 

Cawnpore. 

(Endor=ement : — Pay to the Imperial Bank 
of India, or Order — • Merchant & Co) 
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A Telegraphic Transfer (T/T) or cable Transfer is 
the quickest method of remitting money from one 
country to another The person desiring to make 
payment in a foreign country pays into a Bank of 
his own country the equivalent sum calculated at 
the current rate of exchange, together with the Bank’s 
commission and charges The Bank sends a cable to 
its branch or other Bank in the foreign country 
directing it to pay the required sum to the person 
named 

The negotiable Instruments Act— This Act prescribes the law* 
(elating to the use of Bills of Exchange 1 tomnsoiy Notes, and Cheques, 
Ilundu, though regulated mostly by local custom and usage, are also 
governed by this Act to some extent According to this Act a 
'negotiable instrument* is one payable either to bearer or to a particular 
person or to hu order But if the word bearer or ‘order 1 is not added 
after the name of the person to whom unmade payable, then it is 
regarded a s payable to that person or to Ins ‘order* 

Every such instrument is negotiable until its negotiability is restricted 
VI impaired in some form, for example, by placing a ‘restrictive 
endorsement' on a Bill of Exchange In such a case the payee cannot 
negotiate it further Similarly, the addition of the wirds Not Negotiable’ 
in the crossing on a cheque impairs very greatly its negotiability 

Thus, ordinarily, a Cheque a Bill of Exchange or a Promissory 
Note, is * Negotiable Instrument, but they are oftin made not 
negotiable by putting down certain special restrictions in the instrument. 

Besides the above three there are some documents which, by 
business custom though not by law, arc regarded as negotiable instruments 
for example, a R/R a bill of Lading, a Dock Warrant, a Delivery 
Older, a Share Warrant etc The bolder of such an instrument 
merely gets tl c right to sue in his own name and to recover the debt, 
but he cannot acquire a better title to it than that of the transferor They 
differ from the teal negotiable instruments in that they cannot take the 

Material Alterations 

A material alteration in a negotiable instrument consists of the 
following — 

1 Alteration of the date made with the intention ol increasing or 
reducing the period , 

2 Alteration of the sum payable , 

3 Alteration of the period lor which it is drawn , 

4 Alteration of the place of payment, where mentioned , 
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5 Any other alteration, for instance, the substitution or addition 
of the name of a new party , change of the rate of interes , if given. 

Any such alteration, if made without the consent of the party 
whose interests are aff'cted by the change, will not be binding on 
such party, unless of course it was made in order to carry out the cora 
m on intention of the original parties If such an alteration is made by 
an endorsee, his immediate endorser is dis-harged from allliabihty to 
him in respect of the consideration of the mstrum-nt An alteration 
made by a non patty has the same effect as made by the pirty 

The fol'owrng alterations are permitted by the Negotiable Tnstro 
meets Act — 

1 Change from •Order’ to ‘Bearer’, by the rightful party , 

2 Correction of a mistake, to be initialled by the party making it ; 

S Crossing a cheque ‘generally’, if not cro*s*d already j 
•Specially*, if crossed ‘generally* , 

4 Converting a Blank endorsement into a special one , 

5 Addmca of the words *No! Negotiable’ along with the cross eg ; 

6 Crossing a cheque second time by a backer to another banker, 
for co!Jec*ion. 

7. Filling in of blanks in case of inchoate instruments. 

If a material alteration is made in a negotiable instrument in «uch 
a way that it canDot ordinarily be detected, then the party (a person or 
B banker) who is liable to pay, pays it in good faith, according to Us 
tenor and without negligence, will be discharged from all liabrl ty 
thereon. 

Th* ‘Holder* of a Negotiable Inprument is defined in the Act as 
any person who is entitled m fus own name to the possession thereof and 
to receive or recover the amount due thereon from the parties thereto 
So, there are two conditions laid down for enabling a person to acqsir* 
the rights of a ‘Holder* — (l) He must be entitled to tb- possession cf 
the instrument, though be may not be tn actual possession cf it , (2) 
He must also be entitled to receive or recover the amount himself Thus 
according to the first condition »d agent holding an increment for bis 
principal shall not become the rightful owner of the document, bet fee 
may receive its payment to be accounted to the principal According 
to the second condition a person rosy be in possession of the instrument 
(e.g-. a thief, or one who has found it somewhere) b-t be cannot legally 
obtain its payment, for himself Hence, if a Cbeq-e, a Bill or F/N *$ 
lost or destrojed its ‘bolder* is that person who was so entitled at the 
time of loss or des* ruction of the instrument 
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The Holder la due coarse is (he rightful owner of a BJE and be 
acquires this position only when he has fulfilled the following con 
ditions — 

(I) That the Bill was ‘complete and regu’ar on the /ace' when he 
took it, that is, there was nothing wrong or irregular in the instrument, 
and the endorsement, if any, was also genuine 

(i) That he took the Bill m exchange for something valuable, which 
means money goods or service , 

{3) That it was ‘not over due,’ that is, the time mentioned m the 
Bill did not expire, when he took it , and 

(4) That he took it ‘in good faith 1 {bona fide) This means 
that he did not know whether the transferor’s title to the Bill 
(if it was transferred? was defective , or that the transferor himself was 
Hot the true owner of the Bill , oor whether the Bill was dishonoured 
previously, if such was the case 

The Holder in due Course can sue m his own name any or all 
the parties to a bill, and recover the amouni from them, in spite of any 
defect in the title of the previous endorser Or endorsers He should, 
however, act not only honestly, but also with diligence and caution 

The donee of a negotiable instrument does not acquire the pos lion 
of a 'holder in due course’, as he does not receive it for value 

d Holder for value is the holder of a Bril for which value has 
been paid at sometime by some ooe but not necessarily by him, eg, 
the donee of a Bill So, he differs trom a Holder in due course in 
that the latter pays the value himself Further, the rights of a 'Holder 
for value’ can never be belter thsn those of the transferor If the 
transferor’s title « defective so will also be that of the transferee who 
is the Holder for value 

Inchoate stamped Instruments— The Negot able Instruments Act 
allows a person to deliver to another person a stamped and signed paper 
either wholly blank or having written thereoD an incomplete negotiable 
instrument He gives the holder firinea jaetr right to make or 
complete the instrument on the paper for any amount specified therein 
and covered by the stamp The person so signing becomes liable upon 
such instrument in the capacity m which he signs the same, to any 
holder in due course for such amount Not only the ong nal holder 
but also a subsequent holder can fill up the instrument A mere holder 
for safe custody cannot, however, do so 

lost Instruments— If a Bill is lost or stolen the owner does not lose 
his title to it He can claim it from the hoder or thief or any transferee 
provided that such a transferee is not a ’holder in due course la the 
Jailer case the loser has no remedy but to find out the thief and recovet 
the amount from him But if a loser can prove that the person in 
possession of the Bill had a kaowlege that it was a itolen Bill when he 
took it, then the holder is to no better pos hod tbaa the th«f and must 
return the instrument to the loser 
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It is advisable, therefore, for the 1os»r to notify the loss sad preren* 
its being met oa the due date, if possible 

The loser of the Bill is en Jtled to demand payment of th» Bn! from 
the acceptor on the doe date and to gore no ice of dishonour to all 
parties, if it is dishonoured. If he does no* do so be los*s all claims 
against the previous parties. 

The loser can also demand from the drawer a duplicate copy of the 
instrument by giving him segment s-euri'y to mate good his claims, if 
the instrument alleged to have been lost is found and claimed by 
another person. 

Period el Uznitatiea 

The period of limitation on a B/E or a P/N is three years, that is, no 
case will he entertained by * Court after j years from tfc* last da.e 
«peeified for payment. 

The period begins to run as follows — 

t OnaB/EorP/N pajable at a fired time after da e, from the 
date on which the Bill or Note falls du*. 

a. Oa a B/E oi P/N payable at *ight or after sight bet not a fixed 
time, from the date on which it is presetted and si gh'ed. 

3 On a B/E or P/\ payable at a fired time af er eight, from the 
date on which the fixed cne expires 

4 On a B/E payable at a particular place, from the date on which 
it was presented at that place 

5 On a P/\ given by the miier lo a thirl person to be de ire red 
to the pavee after a certain event should happen, from the da'e of the 
delivery to the payee 

b On a dishononied Foreign BUI, where protest has been made aod 
hojc» given, from the date on which the notice is given. 

y Oa a B/E dishonoured by non-aeceptanre, from the date of the 
refusal to accept. 

8 On an Accommodation Efll from the da'e on which the acceptor 
pays the amount of the Bill. 

Liability of a Pnicn.— The capacity to contract is determined by 
the personal cases of difieiecl individuals. Any person coir pc' eut to 
contract may bind himself or be bound by draw tg, tempting, endorsing 
«nd delivering a Negotiable lnstrunect- 

A minor, however, cannot bind himself personally, tbo-gh be 
may bind all other parties to it by becoming a party of the icstreaesb 
Liability c! a Corporation.— A e-rporatioD. being an imper-cmal 
body, has no power to become a party to a bill urtrst,rf tears', 
emfr&'red by tit Irty under srhek it kgs teen i« trfpfed 

Liability el en Agent — A general ant bony to transit busmeo 
and to receive and discharge debts, does no* confer cp'm an aged 
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the power to accept or endorse bill* of exchange jo as to bind his 
principal Again, a a authority to draw bills of ex charge does not oi 
itself give an authority to endorse Therefore, an agent who ngns for 
his principal, without intending to incur personal liability, should 
be careful to indicate on the face of the instrument that he signs as 
an agent only 

When any person signs in his trade name, he is liable in the 
same way as if he had signed his own name But a partner, acting 
within the scope of his authority, signs the name of the firm, the firm 
is liable And when there is no clear indication in the signature made 
by an agent that he is signing for his principal the agent will be 
personally liable This position 15 not altered even if the agent gives 
his descriptive title to the signature, for example, in signatures tech at, 
“B N Mitra, Agent, S Maitin and Co” or “B N Mitia, Secretary, 
Northwestern Sugar Factory ltd,” Mr 1! N Mitra is personally 
liable But if he signs “S Martin and Co, E N Mitra, Agent , 
01 per (or for) North Western Sugar Factory, Ltd., Secretary, he is free 
from any personal liability 

Test Questions 

I Define a Promissory Note, and point out how it differs from— 


(a) A Bill of Exchange 
(f) A Cheque 

(<■) Government Currency Note 

* What is meant by ‘Joint’ and ‘Joint and several’ liability of a 
P/N ? Show the examples 

3 What is a lEundi 1 Name and explain its mam kinds 

4 Write short notes on — 

■Via’ of a Foreign bill , Usance, Allonge, 'Samachir,’ 'Zikti Chitthi,' 
Sola Bill, Bank Note, and a T/T 

5 Define a Bank Draft When it is specially useful ? Give a 
specimen of it. 

6 What is an "I O U" , how does it differ from a P/N? Draw 
one to illustrate ytmr answer 

7 What u a Documentary Bill , when is It used I 

8. Discuss the advantages and disadvantages of the use of Bills of 
Exchange 

9 Drawers 11 Hamilton 4. Co , New York 

Drawees P Paterson A Sons, Halifax 


Draw a Documentary 30 days sight draft For t » dollars, the value 
of 2 cases Glasswares, marked a* P / P pipped pe. S S ‘ Victory 
by Messrs Thornton Bros , / \ Ntw Y#lk w ‘ be Ro, »' 

Hotel, Halifax x S / 


Halifax 
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10 Messrs. A Harrington & Co of Liverpool, owe to The Et stern 
Trading Co., of Madras Rs 403 Yon are required to draw in proper 
-commercial form, a bill of exchange (second via), dated 2nd April, albh 
d/s, in settlement. Rate cf Exchange £ = 13/2 rupees. 

U. L. Bay Nath Bal M eland of Amntsai borrow from Messs 
Tandon Bros. S. Co ., of Ludhiana a sob of Rs. 30a Show a P/If, 
first 'joint* and then ‘several*, for the amount. 

12. Suppose an I O U is given for the above loan, show how it will 
be worded 

13 Calculate the amount of stamp doty required on — 

(?) A bill lot Rs 275 at 3 m/d. 

(4) A bill for Rs. 300 at 7 daps after sight. 

(r) A P/N for Rs. 75 payable on demand. 

14 The National BanV of India Ltd., Dehi, draws a bill on the 
Punjab Banl Lahore, for Rs. 250, in favour of Pt. Hira Lai Kbanna, 
Prepare it 

15 Write out a Hcndi (on demand) for Rs. 700, drawn by L. 
Ki'han Pal, Prem Narain of Calcutta on SethSuraj Mai cf Kburjs- 

16 Give the definition of a Negotiable Instrument aDd bring out it* 
exact nature. 

17. What are material alterations ; what is their cried 7 

j8 How do you differentiate between a holder and a ho'der in doe 



CHAPTER XVIII 


JJoiwe Trade 


A reference to the Occupation Chart given in the 
beginning of this book will show that Trade is that 
part of commerce which is concerned with the pur- 
chase and sale of goods It is easy to understand 
that mere production of goods is not sufficient to 
satisfy our wants The producer or manufacturer of 
goods does not do so for the satisfaction of his own 
wants as used to happen in earlier times He now 
collects or prepares things to bu exchanged with 
other things produced or made by others Each 
.person or group of persons, now-a days, follows a 
different occupation, and exchange of each one’s pro- 
duct or services is nocessary so that all of our wants 
and needs be completely satisfied 

Barter and Money— There was a time when goods 
were exchanged directly for goods, because there 
were not many things to part hands, as man lived a 
simple life with only a few wants to meet This kind 
of exchange is called Barter Human wants and needs 
have now multiplied and, consequently, the number 
and variety of goods to bo exchanged have also 
grown vast Money has, therefore, to be U9ed now 
as a medium of exchange by all civilized peoples of 
the world Goods are first given away for money 
and then with money they acquire other goods and 
personal services 


Kinds of Trade 


f" 

Home 

Wholesale Retail 


Foreign 

I 

r - li 


Export 
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Trade may be divided into Inland and Foreign 

The buvisg and celling of goods carried on within 
the limits of a country is known as its Inland or Home 
Trade , and the trade carried on between two or more 
countries is thBir Foreign Trade Foreign trade con 
sists of the Imports and Exports of a countrv, and 
is also known as its external trade 

There are also a few other kinds of trade as 
follows — 

Overland Trade — This i« trade carried on between 
two or more adjoining countries by Jand routes for 
example, between India and Afghanistan, China and 
Tibbet, etc 

Coasting Trade —It means trade conducted 
amongst the sea ports of the same country, e g „ 
between Rangoon and Calcutta, Madras and Colombo, 
etc. 

Local Trade — This is an idea of trade on a very 
small scale, e g , the daily buying and sellmg that 
takes place in the grain or such other market of a 
town or city 

Horae Trade is of two kinds — 

IWiofesale Trade, which means the buying and 
selling of goods m large quantities 

Retail Trade , means trade in small quantities of 
goods 

Flow Ol Goods — Things required for the various 
needs of man are collectively termed 'goods’ First 
of all goods are produced or manufactured — by hand 
or by machinery — in very large quantities They are 
then sold to whole sale merchants or large stock- 
keepers at wholesale prices in the big markets or 
Mandis The wholesalers next sell them to Retail 
merchants or ordinary shop keepers These in turn 
sell at retail prices"to consumers, who themselves 
use the things 

This is the general order in *»hich goods reach 
the public, but now.a-days consumers or users of 
things can buy goods directly from the wholesalers, 
provided they order in sufficiently large quantities 



Flow of Goods 



24 
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These two classes of persons — the Wholesale- 
trader and the Retail trader — perform verv jm 
portant function* in the organization of trade carried 
on the«e days — (a) The growers or makers of goods 
cannot possibly arrange for the sale of their products 
directlv to the consumers of tbo=e thing* Tber 
have already too many details of their own particular 
work to look after The Wholesalers come to the 
help of the manufacturers in this respect { b ) It is the 
whole alers again who direct the manufacturers as 
regards the kind or quality of goods to be prepared. 
<c) Tfcev possess ample funds and can easily extend 
credit to the Ketail dealers (tf) Thev hold large 
stocks of different varieties of goods and can regulate 
the prices bv controlling the supply 

Similarly, the Bctailers are useful m their own 
way (a) They are in clo*e touch with the consumers 
and knowing their exact wants and requirements can 
prompt the whol*a!ers to a*L the manufacturers to 
produce onl v those goods and tbo*e grades or varieties 
that are in current demand (6) Tbev bring the goods 
to the verv door of the con«umer* and tbu* save them 
from otherwise a great deal of trouble in getting 
their requirements straight from the producer* 
(c) They alto introduce new kinds of goods to the 
u=ers (rf) Their *a!es being usuallv for cash monev, 
thev inculcate among't the buving public the habits 
of spring and paving for their dailv requirements 

In fact it is due to the clo«e and regular 
connection* of the manufacturers or producer* 
the whole*ale merchants and the retail dealers that 
the ne ds of each and every individual o f modern 
society are being fulfilled completely and roost 
e^eilv 

Forms ol Bnsfness Ownership 

Bu*ine«* both whole*a!e and retail is carried on 
the^e days under several forms each diffe-mg from 
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the other in its kind of ownership and nature of 
organization The following are the chief forms 
One-man business is that business which is exclu- 
sively owned and carried on by a sole trader The pro- 
prietor, who is generally the head of his family, may 
be assisted in his work by tho sons, brothers, or even 
other male members The shop or business-house 
is usually named alter the proprietor and the eldest 
of one of the sons or brothers Much of the retail 
business is done m this way 

Partnership —When two or more persons (not 
exceeding 30) unite together their capitals, goods or 
other possessions, and also their labour and skill 
for the purpose of carrying on & common businoss, 
?,s called a Partnership or Firm, and each person 
composing the firm is known as a Partner 

In India the Family Partnership is the most 

usual form ( f business ownership It consists of 

S few members of a family, or near relatives or even 
friends and each contributes a definite sum towards 
the capital of the firm and each shares in fixed 
the copwai and losS0S of the businesa 

Kh'of the «t.il ami also wholesale trade carried 
on by partnership firms 
The mutual 

Joint Stock Company IS an association of 
J 1 one of whom holds a certain number 

P'”,™;' capital of the Company, each capital 

of shares in too P shareholders themselves 

being contributed by , i ia hillty of each 

The 'hareraro the extent of the 

share holder is gen Jomt stock Company must 
”mp°.f w,.h h "he regulations laid down ,u the 
Companies Act 
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Large scale business, industrial or commercial, 
is possible only under the form of Company owner- 
ship, because it not only enables huge capital to 
be collected for running such businesses but al«o 
avoids the risk of heavy losses to be borne by 
a few individuals as happens in the case of a 
Partnership Further, a Company can continue for 
any indefinite length of time, while a Partnership 
has to be dissolved on the death or retirement of a 
partner. 

Types ol Retail Shops — Retail business is usually 
conducted by shop-keepers or small merchants adopt 
ing one or other of the following systems of sate — 

1 A single Shop — Here the owner or head of the 
business deals personally with the customers as thev 
visit the shops to purchase things of their daily 
requirements Though prices are supposed to be 
already fixed for each particular article, it is not 
unusual (at least in India and other Eastern coun 
tries) to agree to the final price after some higgling 
and bargaining on both sides 

Another variety in the same line is what is termed 
a ‘one price system’ where cheap articles of the same 
class or of related classes are displayed in tastefully 
decorated shops, and each article or one of the same 
group is sold for the same fixed price Articles of 
dress and toiletry, children’s play things, etc , cost 
ing a few annas each are generally sold in this wav 
in most big cities 

2 A Departmental Store — With a view to provide 
customers the facility of purchasing most of their 
requirements from the same business house, the 
practice of opening several departments situated in 
the same building and under the same ownership and 
management is growing rapidly in big cities where 
population is large enough and markets are scattered 
They generally occupy a central place on the 
crossing of streets and roads 
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Hera each department has got a room for itself 
and it is stocked with goods of one class, e g , one 
department sells Cloth and Dress material , one, 
articles of General Merchandise another, Cooks and 
Stationery and still another. Food Provisions, etc 
France i« the original home of departmental stores 

3 A Multiple S&op means a large scale retail 
business having a number of branches within the same 
town or city, the same country, or even in other 
countries Each branch is managed by a branch- 
manager, and the whole business is supervised by a 
General Manager The goods are stocked at the 
Head Office and they are sent to the Branches in 
small lots to be retailed for cash The business is 
generally owned by a Company 

This system is based on the idea of supplying 
well known article or articles close to the customer’s 
home or place of work This saves much time and 
also travelling expenses of those who happen to live 
at a distance from the main part of a city This also 
avoids the middlemens profits and so the price is 
kept within reasonable limits 

Methods of Business expansion 

In modern competitive trade it is not enough to 
start a business and then rest content with whatever 
custom is secured in the usual way Both in the 
wholesale and the retail trades several methods have 
to be adopted for introducing new business, and for 
attracting more customers to extend further busi- 
ness 

The principal methods employed for this purpose 
are as follows though they differ considerably accord- 
ing to tho Rize of business nature of trade, and the 
customs and manners of the particular people for 
whom they are meant — 

1 Window Dressing —In the retail trade the neat 
and attractive display of goods in windows and 
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shop fronts has become a regular art This arrange- 
ment is usually met with id shops dealing in fancy 
goods and dress material The one price shops also 
take good advantage of this method, because it 
possesses a great attractive force in drawing the 
attention of the passing crowd 

2 Trade Fairs— In earlier times when means of 
communication and transport were not developed, 
fairs were the chief source for the purchase and sale 
of goods m nearly every country some of the fairs 
of those days lasted for months and traders and mer- 
chants of different nationalities met there Till 
recently m India the weekly or bi weekly * painths or 
‘hats held in villages were nothing but fairs on very 
small scales But the fairs now held are mostly 
religious in their essence, although a good deal of 
buying and selling is done there also 

3 Exhibitions— Originally, exhibitions were 
meant to serve the purpose of education and informa- 
tion for the masses But, later on, their chief atm has 
been to introduce new goods and especially works 
of art and design Merchants and manufacturers 
come from distant places and display their own 
particular goods in the stalls, so arranged that goods 
of one class or group occupy one row or line of stalls 

* Swadeshi" Exhibitions are a regular feature in 
India these days and are beiog organized on very 
grand scales in the principal cities of the country. 
Here mill made products as well as works of real art 
and design or fine articles of delicate workmanship 
are exhibited, and thus provide a definite idea as to 
the country’s industrial progress 

Sometimes world exhibitions are organized by 
interested countries, for example the Wembley 
Exhibition of London held some years ago 

4 Markets and Exchanges— A market is a meeting- 
place where buyers and sellers transact their business 
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Sometimes this term indicates a large trading centre 
or port, e 7 , Amritsar for wool and grain , Karachi 
for wheat , Bombay and Liverpool for cotton ; Cal- 
cntta for jute , Delhi and Bombay for Bullion, etc. • 
and money market in Lombard Street, London 

Similary, there are other important markets for 
other chief products or goods, either grown or 
manufactured in the neighbourhood of the place or 
collected for wholesale trade They are generally 
called Exchanges or Man flu For dealing in shares 
and stocks there are other markets known as Slock 
Exchange 1, for instance Calcutta and Bombay in 
India , London in England, and New York in U S A 
In these markets and Exchanges business is 
transacted^isually through brokers and agents, and 
beside" serving as convenient meeting places for 
buyers and sellers their chief function is to regulate 
prices The prices ruling in these markets are 
published in newspapers, in the name of ' Market 
i lepnrta ' A. study of those reports enables business- 
men to know whether prices are rising or falling 
and what their likely tendency is in near future 

5 Salesman-Travellers— Big retail and Wholesale 
firms send out, at regular intervals, travelling sales- 
men and agents who go on touring through important 
places they visit all likely buyers of their wares 
or articles and secure orders by showing samples 
and designs of those things together with descriptive 
literature 

They also study the exact requirements of the 
places visited as regards fashions, customs, and 
general outlook of the customers and send regular 
reports to their employers giving them full instruc- 
tions for meeting the requirements, real needs, or 
more whims of the buyers of particular localities 
The chief advantage of this method of approaching 
customers is that the salesmen can discuss with tb© 
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customers all the details and explain all matters in 
the best possible manner, and thus establish a sort 
of personal contact between the business hou'-ej and 
the customers 

6 Advertising — Due to keen competition amongst 
businessmen and for bringmg new products to the 
notice of the buying public advertising in one form 
or other has become part and parcel of modern 
business In all advanced countries, and especially 
so in U S A., England and Germany, they spend 
huge sums on Advertising with very good results 
In India and other countries too business men have 
learnt the secret of wide publicity. 

The main purpose of advertising is to impress 
upon the educated public the benefits and advantages 
of using the thing advertised. Thus, it is an effective 
means of creating a nevr demand or at least main- 
taining an old one Readers of this book must be 
familiar with the advertisement notices that appear 
in all sorts of newspapers and magazines where 
patent madicines and other things are so highly 
praised as to create at once m the minds of the rea- 
ders a desire to use or possess only those very things. 

Trade marks, illustrations, meaningful catch 
words, and even appropriate ‘slogans* are used in 
advertisements to attract and sustain the attention 
of customers 

For different classes of customers, and for 
different localities, different mediums are used for 
advertising c g , wall posters, hand bills, newspapers, 
magazines, ‘come and go* coloured electric lights, etc 

Advertisement has now become an intricate science 
and it is not po c sible nor necessary to discu«s all it* 
aspects here It must be said, however, that although 
demand for all sorts of goods can be created bv means 
of bogus advertising, it is ultimately reallv genuine 
articles the demand for which lasts unshaken So, 
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bonest and genuine advertisinh is beneficial for both 
the buyer and the seller and it alone can improve 
the trade of a country, and its business relations 
with other countries 

Mall Orders and tbe ‘Follow-up’ system— In the 
Mail Order plan goods are sold through the medium 
of the Post Office on the V P system A list 
of addresses of likely buyers is prepared and catalo- 
gues and booklets describing the merits and uses of 
the artiole or articles are sent to them This is 
further supplemented by advertisements in daily and 
other newspapers 

This mail order or ‘post order* business may be 
established as an independent one or may be a separate 
department of a business 

The chief advantage of this system is that a man 
who is rather very busy or lives awav from towns 
and cities can make his selection of goods by studying 
the catalogues and other literature This system 
originated in U 8 A and is now a common feature 
in nearly all countries 

A further step in the Mail Order method is that 
once a letter has been sent to a customer or an 
enquiry received from him, the matter is not allowed 
to rest there if it results in no business Repeated 
appeals are addressed to him at regular intervals 
(weekly, fortnightlr. monthly or even quarterly) 
pointing out the uses and merits of the particular 
goods, till either some business is secured or the 
would bo customer’s name has to be removed from 
the list This ‘follow-up system is based on 
the principle that it requires several repeated 
impressions to fix an idea in the rnind of the 
average person The main purpose of “follow-up* 
letters is to convince the addressee that the article 
in question is itself good and that he will be wiser to 
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8. Samples, Trial Dses, etc.— Sample* are fre- 
quently enclosed in order to enable the prospective 
buyer to make tests for himself Soaps, face-cream*, 
tooth paste*, tonic medicine*, etc, are generally «ent 
in this wav Pieces of cloth are glued to letters to 
show the quality and de*ign of the cloth. 

In the case of co*tly books, gramophone*, radio- 
receiver*, etc ♦ the general practice is to make an 
offer of u*e and trial vrithin a stated period of a 
week or so Trial use is a ver- important form of 
conviction, because it 6hows that the seller does not 
overstate the merits of his own goods. 

Again, sometimes the seller gives a guarantee that 
what he sells is exactly as represented, and that 
“Money bacL if not satisfied” For watches and clocks 
the form of the guarantee u*uallv is that they will 
give good service for stated number of years without 
requiring any repairs in the ordinary course If de- 
fects be d.scovered m the meantime the seller pro- 
mises to take back the article 2 nd set it right or 
replace it with a good one. 


Test Questi< 



CHAPTER XIX 

Commercial Terms 

Geaerttly those terns that have already been explained in the text 
have not been included here 

Acceptance Supra Protest— When a Bill of Ex- 
cliance, after being protested, is accepted, by a person 
(who is not already a party to the Bill) to safe the 
credit of any person liable upon it, it is known as 
’acceptance supra (that is, after) protest ' 

Ad Valorem means ‘according to value.” and 
applies to Stamp Duty on Bills, and also to customs 
Duties 

Advance means payment of part of money aa 
price of goods contracted to bo purchased, e g , '20% 
advance with order * 

Advice is a written message giving information 
that goods have boen forwarded, or Bill drawn , or it 
may direct a Bank to honour a cheque. 

Assignment— A transfer of property or debt by 
one person to another, by means of a deed 

Audit means checking of Books of Accounts by 
qualified persons (called Auditors) to discover any 
errors or frauds 

Average Due Date — A date found by arithmetical 
calculation on which a single payment can be made 
(without loss to any party) instead of several pay- 
ments due on different dates 

Balance of Trade means the differonce between 
the imports and exports of a country Jt is said to be 
l jat curable' when the exports exceed the imports 
yBoJance Sheet is a statement of the Assets and 
Liabilities of a business, and Is prepared on a particu- 
lar date, usually the end of the year, to show the 
exact financial position of the business 
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Bank Note is a Promissory Note issued by a Bank, 
payable oo demand The Bank of England issues 
such Notes In India no Bank has the right of issu- 
ing them except the Reserve Bank Government 
Promissory Notes here serve the same purpose 

Bank Bate is the minimum rate at which the Bank 
of England discounts good Bills of Exchange, or 
grants short loans 

Bankrupt is a person who is unable to pay off all 
his creditors in fall 

Barter means the interchange of goods or services 
without the use of money 

Bill Ol Sale — It is a security given for a debt It 
gives the holder the power to sell the goods named 
therein 

Bonded Goods are those oo which Customs Duty 
has to be paid They are stored in ‘ Bonded Ware 
l iouses till the payment of such duty. 

Bounty means the monetary help given by a 
Government to encourage the production of some 
commodity or article. 

Bullion— Gold or Silver in nn coined form 

By-product — A commodity made during the pro- 
cess of producing the mam article or commodity, 
e g , oilcakes in the pressing of oil 

Carat — The part of an ounce it denotes the 
fineness of gold, e g , ‘14 carat gold’ means fourteen 
parts pure gold and ten parts alloy. 

Carrier — In general it means anv person firm or 
company that does the work of carrying goods of 
other people, on hire 

Charter Party — Itjs a contract wberebv a mer- 
chant can hire whole of a ship It contains the terms 
and conditions applicable to the mutual obligations 
and responsibilities of the shipowner and the shipper. 
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Copy-right is the exclusive right enjoyed by a 
publisher to print and publish books specially prepar- 
ed for him by authors 

Crate is a case made of strips of wood, and is used 
for packing cycles or other small parts of machinery 

Currency means the gold and silver coins, Notes, 
and other circulating media of a country Gold is the 
standard currency of most civilised countries, and is 
tho basis of ail payments, home or foreign. Indian 
currency consists of silver Rupees, Copper coins, and 
Government Notes 

Customs Duty— The Charge or tax levied by 
Government on the import or export of certain goods 

J / Cum Dividend— With the right to receive the divi- 
dend due 

Credit — (11 Period allowed for the payment of the 
price of goods purchased. ( 2 ) Good reputation of 
eolvenc? and honest? in business 

Dealers— Merchants, Wholesale or Retail 

Decode— To translate tbe code words of a telegram 
into ordinary language 

^Demand Dralt (D/D.) is a Bill of Exchange pay- 
able on demand Hundis and Promissory Notes are 
also drawn payable on demaml. They require no 
‘days of grace’ 

Demurrage— A charge made, at a certain rate per 
day, by Railway and Shipping Companies (1) if goods 
are not removed within a fixed period, (2) if the 
wagons, barges or ships are detained bevond a cer- 
tain agreed time 

Earnest is the sum advanced by a buyer of goods 
in order to bind the seller to fulfil the terms of his 
agreement 

t. C or E. & 0. E (Errors Excepted or Errors and 
Omissions Excepted) are often written at the foot of 
Invoices, Debit and Credit Notes, and Statements of 
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Account The sense is that the render of the®e docu- 
ments reserves the right to correct but mistakes 
that may be discovered later on But now-a-days 
their use is being regarded with disfavour, since they 
denote the habit of slorenJine-®. 

Entrepot — An intermediate foreign port for 
receiving temporarily the goods which are bemg 
shipped to another place 

Excise is a tax imposed by the Government of a 
conntrv on the manufacture and u®e of certain 
selected articles, for example. Salt and Opium Ex- 
cises in India. 

Ex-Dividend— Without anv right to claim dividend 
which has just been declared. 

Firm means two or more persons united in part- 
nerships for the purpose of trading 

Forgery is the act of fraudulently making or 
changing the writing, the signature, or the seal, on a 
document, m such a way as to harm the rights of 
another person 

Garnishee Order is an order served by the court 
on persons and Banks warning them not to part with 
money which they owe to an adjudged debtor. 

GodOYtD — A warehouse where goods are stored 
by big manufacturer- and wholesale merchant® 

Gross— (1) A *=et of twelve dozens. (2) The amount 
before any deductions are allowed on it. 

House — It is u®ed in the same sen=e as the term 
‘Firm.’ 

To honour a bill of exchange means to pay it 
when due. 

lDC0Uie-T2X is a pamjeat to Government, at a 
certain rate, on one’s income during a year, when 
that income reaches or exceeds a fired limit. 

Insolrent is a person who is unable to satisfy all 
his creditors in full, that is, unable to pay 16 annas 
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in the rupee He can only pay a compoul on of so 
many annas in the rupee to settle the whole of his 
debt 

Solvent means the opposite of the above 
‘•'•/Insurance is a contract whereby a person agrees 
to mate good the loss of life or property injured in 
lieu of a premium (which see below) It may be Life 
Assurance fire Insurance or Marine Insurance 
Intermediary is an a^ent Who brings buyers and 
sellers together for transacting business He charges 
a commission for bis service 

’Kites are Accommodation or fictitious Bills of 
Exchange 

Leakage is an allowance granted to importers of 
wine or oil for the waste and damage which is likely 
lo result 

Lease is a document setting forth the conditions of 
a contract for letting lands or bu Idmgs for a term 
of years in return for a a annual rent 

Legacy is a gift made by will of ono s personal 
property or belongings 

Letter ol Credit is a letter granted by a Banker or 
by a merchant to a person whereby he is enabled to 
get money, within a certain amount from the Banker 
or merchant named in the letter 

When the letter bears names of several bankers 
or merchants it is termed a Circular Letter of 
Credit 

Lieu is the legal right to hold a person s property 
Until payment of a debt is received 

Locus Slgllll-The place of putting a seal marked 
with a circle on a printed document 

Long Bills are those Bills of Exchange which are 
drawn for comparatively a longer period Short Bills 
a to those drawn for very short period 

Marked Cheque is one which has been initialled by 
the banker upon whom it is drawn signifying that it 
is in order and will be paid when presented next 
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Merchant is a wholesale dealer or ods vrho trades 
on a.large scale with foreign countries. 

Middleman is an intermediary or agent who acts 
betwpen a buyer and a seller and makes his own 
profit out of their transaction. 

Mortgage is the conditional transfer of land or 
other valuable property as security for a loan. The 
document containing the terms of the transfer is 
called the mortgage deed. The person who mort- 
gages his property is known as the mortgagor and 
tbfe one to whom it is transferred, the mortgagee. 

/ Negotiable Instruments— Cheques, Bills of Ex- 
change, Promissory Notes aj.d Hundis are called as 
such, because when negotiated or passed on they 
confer tbe same rights and obligations on the re- 
ceiver. They are regulated by the ‘Negotiable Ins- 
truments Act.’ 

Notary Public is a specially authorised person* 
usually a High Court Vakil, who attests, copies, 
or translates certain documents ; and who presents 
dishonoured Bills of Exchange, and protests and 
notes as to their non-acceptance or non-payment. 
He is appointed by the Governor General in India. 

Overdraft. — When a Banker allows a customer to 
withdraw money from his account, over and above 
the balance to his credit, it is said to be an overdraft. 

Patent is a sole right granted by the Government 
of a country entitling the patentee to make and nse 
his invention for a certain Dumber of years, usually 
fourteen. The patentee has to pay an annual fee 
and be is protected against imitation of his patent by 
any unauthorised person. 

Power Of Attorney — It is a formal document by 
which one person is legally authorised to act for 
another and to sign papers on behalf of that other 
person. He is then said to act ‘ per procurationem.' 

/ Premium is the periodical payment, (monthly, 
.-quarterly, half-yearly, or yearly) made by the 
insured to the party insuring life, goods or property. 
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Proxy is a person 'who is authorised by another to 
attend meetings of societies, associations, or bust 
ness companies, and vote for the latter 

Quorum is the minimum number of persons who 
must be necessarily present at a meeting for conduct- 
ing the business in a rightful manner This number 
is always fixed in tbe constitution of a body or society. 

Rebate IS an allowance made by a banker or other 
person when an acceptor meets a Bill of Exchange 
before it is due It is s,o to say interest for the 
period for which the Bill would have still to run. 

Remittance is a sum of money sent or remitted by 
one person to another It may take the form of coins. 
Notes, Cheques, Bills, or even Stamps and Money 
Orders or Postal Orders. 

Retailer is one who sells goods in small quantities 
to the general public and is usually known as a trades- 
man or shop-keeper. 

Sans frais— Sometimes the collecting banker is 
Instructed not to incur any expense for noting 
and protesting of a Bill, when the words "Satis frais ’ 
are written on the Bill 

Statement is an account sent out periodically 
(usually monthly) to debtors It shows the various 
amounts of goods purchased, together with any cash 
paid or allowance made, and tbe net balance due 

Sterling is a Special term used to denote English 
£ s d and paper currency 

^ Stock In-trade means the stock of goods in tbe 
shop or godown of a merchant and ready for sale. 

Stoppage In TransU—This is the right of stopping 
goods, while m course of being carried, by an unpaid 
seller. 

Telegraphic Transfer (T/T)— This is a method of 
paying money in a foreign country by sending a cable- 
gram The necessary amount at the current rate of 
exchange is deposited with a Bank and the Banker 
25 
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sends a cable with necessary particulars to bis foreign 
branch or correspondent. 

Trade Bill is a Bill of exchange drawn in connec- 
tion with Actual trade transactions. It is just the 
opposite of an Accommodation Bill 

Turnover is the amount of total sale* affected 
during a certain period, usually a year. 

Ullage means the difference between the full capa- 
city and the actual contents of a cask. 

Wholesaler is one who buys large quantities of 
goods and sells them to other merchants for export, 
or to retailers for home sale 


Business Abbreviations 



and correspondence 


387 


D/d 

PfD 

Dept 


Deposit Account 
Document against 
Acceptance 
Days after date 
Demand Draft 
Department 
Draft 


E C 
E L 

E &■ 0 E 


Inst 


Km < 


Dividend 
Debit Note 
Delivery Order 
ditto (the same) 

Dollar 
Dozen | 

Documents against i )an 

payment I J“° 

Debtor Doctor I 1 ? 

Deposit Receipt 
Days after light 
Dock Warrant 
r Delivery 

East 

East Central 
Errors excepted 
Errors and oro s 
sions excepted 
Cxnmfh £»•«'»' 
sfot exanple) 
Enclosure 
et cetia (and so on) 

O it without 


y ree alongside sh p | 
Toolscap 

Folio „ 

i tee on Board 


(ireat Britain 
Governor General 


Government 
General Post Office 

Hogshead 
His Majesty’s 
Customs 
Horse power 
Hour 

777./ (that is) 

Inttant (present 
month) 

Interest 

I owe you 


l»"y Kt 

Kilometre 

Knight 

Pound (sterling) 
pound (weight) 
Letter of cred t 
Limned 
Live rpool 


months after date 
memorandum 


Manuscript 
Money Order 
Month 
Months after 


sight 


Nott Bint (take 

note) 

Notary Public 
Nu ntra (Number) 
Not sufficient Funds 
New York 
New 7ealand 
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O/a 

On acconnt 

1 £ 

Shilling 

OHMS. 

On his Majesty'* 

Sd. ci Srd 

Signed 


Semee 

Secy 

S-tretETY 

O R. 

Owner's RisL 

1 Shipt. 

Shipment 

P 

P*£e 

S S. or S/S 

S eam'hip 

Pp. 

Page* 

Stg 

Sterling 

P/A. 

Pajt. oi. 

Power of Attorney 

Six 

( Sterling 
( St-aoer 

Pint. j 

p.rmta 

Tgm. 

Telr-nm 

Pc 

Piece 

TfT 

Telegraphic Tran*' 

Pci 

Parcel 


fer 

P c 

Pon Card . Per 




cert 

U K 

Unit-d Ki-gdon 

p/a 

Fnees Ccrxent 

VK 

Ultimo fap mtSth) 

pd 

Paid 

USA. 

United stares cf 

P pro. ^ 

Per frrvrcUonm 


Amend 

Per pro. •( 

(by proxy) 


- 

P. P- J 



'ei*=* (again?) 

P. o 

Post nrrsoirm 

I ra. 

By way of j copy 


(by coon) 

Viz. 

Vii'luet (Rtatlt) 

P.S.L 

Profit and Loss 

V.P P. 

1 ale- Payable Post 

P/N- 

Promissory Rtfe 

VTk. 

VI eel. 

P.O 

Post OSce ; Postal 

wt. 

Weight 


Order 

VCI-, 

V archers- V arrant 

P.O o 

Post OSce Order 




Pro* 

Prcxino a (Next 

Xd 

Ex dividend 


month) 

\ in. 

Ex ict-res: 

P.S 

Post (Script (after 

Id. 

1 ara 


writing) 

Vr 

I err 

P. T. O. 

R/D 

Pleas- tern oxer 

Refer to Drawer 

In 

_ 

I ears. Veers 


In regard to ; 
relating to 

Special SIgcs 

Re. 

Rupee 

% 

Per cent 

Reed. 

Received 

1 j* m 

Per lioc'snd 

Red. 

Receipt 

' 

In-hes 

Ref 

Refer-nce 

* 

Feet 

Regd- 

Regis' ered 

i 

DolVr 

Retd 

Returned, Ret-red i 

t to 

<^raro = fo*,.ed into 

R.P. 

Reply paid 


/err par's 

Rs. 

Rupees 

Sto. 

Octsvosfo’ied ItfO 

R. S. V. P. 

Pleas- Replr * 


e ght parts 

Ry.orRly. 

Railway 

tt 

X emb-red 


t 

Paragraph 



High School Examination Papers 


UNITED PBOVINCES 
1936 

1 (a) Messrs Ratilal & Co , Mestoa Road, Cawn- 
pofe, have despacthed tbs following goods to Messrs 
Gupta Brothers, Jbansi — 

J30 yd Saxoney Tweed @ Rs 3 8 per yard 
60 yd Navy Blue Sergo @ Rs 5 8 per yard 
70 yd Grey Flannel @ Rs 5 12 per yard 
60 yd Black Serge (§) Rs 4 12 per yard 
30 yd Overcoating @Rs 6 per yard 
Packing and forwarding Rs 9 4 Trade Discount 
12J per cent v 

Prepare the Inoice in proper form 
(61 On receipt of the goods the consignees find 
that 10 yard® of Grey Flannel is damaged Write a 
letter to the consignors, complaining of this damage 
(c) Write a reply requesting the consignees to 
return 10 yards of damaged Grey Flannel and 
enclosing the necessary documont to adjust the 
account 

2 Explain any four of the following terms and 
abbreviations — 

A/S , Marked Cheque , R/R Cross Referencing , 
V P P , Debit Note .FOR 

3. What is the object of registration ? Name five 
postal articles which require compulsory registra- 
tion How far is the Post Office responsible if a 
registered article is lost or damaged ? 

4 Describe in detail the ‘Vertical System* of 
filing letters and give its advantages over other 
systems 
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5- Suppose you hare to send Rs. 350 to Bombay. 
Describe the venous methods of remitting tia* 
amount, and state the charge in each ca=e. 

6. Draft the following in proper form . — 

(a) A circular letter to your customer, informing 
them that you have added a new department to your 
shop, and soliciting orders. 

(b) A. D. O. letter from the District Magistrate 
to Superintendent of Police on the likelihood of a 
communal not and advising him to be fully prepared 
to meet the situation. 

7. What is the liability of a banker in cashing a 
cheque in each of the following case' : — 

(c) When the signature of the drawer is forged. 

(b) Wnen the endorsement on it is forged. 

(c) When it U crossed and payment i* made at 
the counter ? 

6. Distinguish between the following 

(a) A Factor and a Broker ; (b) Ca*h Discount 
and Trade Discount ; (c) General Acceptance and 
Qualified Acceptance; (tf) Blank Endorsement and 
Endorsement in FulL 

9. What advantages does a trader derive from 
the following?— 

(c) A Bank Account ; fb) A Telephone ; (c) A 
Trade 2d ark ; (d) A Telegraphic Address 

1957 

[7T. B . — Answer siz questions, including Question / 
which as compel *ory.J 

1. Messrs. Bamehand and Sons, Sitapur hare 
sold the following goods on behalf of 2de®=rs. Sharm* 
Brothers, of Cawnpore : — 

30 Benars: Sane's @ Bs. 25 each. 

150 pairs of Dhotie*, -No. 129, (§? B>=. 2-19 each. 
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500 yd of Turban Silk @ Rs 1-8 per yard 
200 Bod Sheets, No 320, @ Rs 1-4 each. 

600 yd Long Cloth, No 710, @ as. 8 per yard 

The agents incurred the following expenses m 
connection with the consignment : — 

Railway freight, Rs 26 , Cartage, Rs 4 8 , Shop 
rent Rs 10 , Insurance, Us 3 8 Sundry oxponses, 
Its. 4-12 They are to get a commission of G\% on 
sales Prepare the A/S in the proper form, with the 
letter of the Agent accompanying the A/S 

2 What do you understand by the card indexing 
system ? How does it compare with other systems 
of indexing ? 

3 Distinguish between a bill of exchange and a 
cheque Slate the advantages of the use of bills of 
exchange in trade 

4 How will you proceed m the following citcutns- 
tancos (a) you are touring as a travelling agent and 
have no dofinito address but wish to have your letters 
by post , (i>) you have an urgent letter to post but tbo 
time of clearance is just over , (c) you want evidence 
(i) of your having postod a letter, (u) of the addressee 
having received it (d) your letter contains valuable 
documents ? 

5 f* xplam the meaning and use of — 

B/L , P/N , D O , C/P , Credit Note , F O. B , 
Postal Order , and Trial Balance 

6 Messrs Biswas and Co, of Jhansi, want to 
have an agency of the Delhi Boot Factory Draft the 
necessary iottor from Biswas & Co 

7 Explain clearly the facilities provided by the 
postal department to the public for investing their 
money 
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8 Discuss the advantages of opening a bank 
account to a businessman Describe the procedure 
adopted in opening and maintaining such an account. 

9 Inform Mr Shiam Lai, a candidate for the 
post of stenographer in the Judges’ Court, Meerut, 
that he should present himself for interview on the 
10th April, 1936, at 11 a m in the office 

1938 

[wY B — Attempt any six questions, including 
Question 1 , which is compulsory 1 

1 Messrs Tnpathi & Co , of Bombay, have 6ent 
the following goods to the Manager, Students Co 
operative Stores, Chandausi — 

12 copies. Elementary Book keeping, by S 
Sohanlal @ Rs 1-12 a copy , 

20 copies. Modern Business Practice, by R Chat* 
terji, @ Rs. 2 4a copy , 

500 Exercise books, @ As 2 per book , 

100 Map Drawing books, @ as. 4 per book , 

15 Model Exercises in Shorthand, @ As 12 a 
copy , 

Packing and forwa~ding, Rs 7 8 Discount 15% 

Prepare the Invoice in proper form, and write a 
covering letter stating that the ‘Economics Made 
Easy , by Matbur. is out of stock, and that the R/R 
is sent per V P P according to instructions 

2 The Headmaster of the Modern School, Luck- 
tow, applies to the Director of Public Instruction, 
U P , through the Inspector of Schools, for permis- 
sion to open Commerce classes Draft the necessary 
letter. 
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3 Describe the procedure in sending goods by 
tail Under what conditions is it advantageous to 
send a parcel by post rather than by rail 1 

4 What system of filing would you recommend 
for a big business ofiice ? Describe the Bystem, and 
give reasons for your choice 

5. Mr Jaipal Purchases from Meherally & Co 
goods worth Rs. ?50, on the 10th of January. 1938, 
on two months’ credit Draw a B/E to settle this 
transaction, 

6 Explain the meaning and use oft— 

Debit Note, B/L [ <J JJ , Paste res tan te , 

L/C 

7 Mention the various methods of duplicating 
lettors, and describe any one of them in detail 

8 Compare the different ways of sendiog money 
from one place to another 

9 Rahman & Co have received a fresh consign 
ment of silk coods of new designs and patterns 
Write a circular letter on their behalf to their cus- 
tomers soliciting business 

1939 

1 Messrs Ram Qopal and Sons of Bareilly, 
have sold the following goods on behalf of Messrs 
Mehta & Co . Delhi — 

840 yards of Shirting No 140 @ 5 as per yard , 
225 yards of Long Cloth No Gl @ 7as per yard , 
150 pairs of Dhotis No 55 @ Rs 2 ftij per pair , 
125 Bedaheets No 74 @ Rs 1/8/- each 
48 Blankets No 14 @ Rs 7/8/ each 
The agents have incurred the following expen, 
ses Railway Freight Rs Ifi Cartage, Rs 3/4/- , 
Shop Rent, Rs 7 Insurance, Rs 4/8/ and Sundry 
Expenses, Rs 5/4/- They charge commission at 6j%. 
The net proceeds are sent by a crossed cheque 
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Prepare the A/S in the proper form and draw up 
the cheque in favour of Messrs Mehta A. Co 

2 Describe anv good svstem of indexing with 
which you are familiar and explain its advantages 

3 A firm m Allahabad orders certain goods from 
Bombay Mention the documents which will be u®ed 
in connection with the transaction up to and including 
the settlement of account® and brxeflv explain the 
use of each. 

4 Explain the meaning and use of the following 
DO EiO E pro forma invoice V P p and 
for 

5 What advantage?, does a trader derive from 
(a) Air Mail Service (6) Telephone, (c) Telegraphic 
Code® Id) Trade Directory 8 9 

6 Explain the difference between — 

(u) A Factor and a Broke-, (f») General accep 
tance and Qualified acceptance (c) Firm offer and 
Subject offer, and (d) Blank endor«ement and Special 
endor®emenL 

7 Draft the following letters in proper form — 
(a) A letter to the Registrar, Agra Umver®itv f 

applvmg for the post of a clerk, giving your 
qualifications, age, and experience 

{b) A letter in reply to an enquiry about the 
prices of certain goods vou deal in giving the 
prices and terms on which vou are willing to 
supply the goods 

8 Mention four important labour saving devices 
generally u«ed in business office®, and give a brief 
description of each 

* 9 Under what circumstances is a cheque di® 

honoured ? 

(6) ^ hat service® does a bank render to a 
busine =man ? 
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1940 

1 The Popular Woollen MjJI Co , Ltd , Ahroeda- 
bad, has sold the following goods to Messrs Bal 
Krishna & Sons, Agra, and has drawn on them a 90 
d/s bill for the payment 

147 Superior Blankets @ Rs 11-4 each 
94 White Sweaters @ Rs 7 8 each 
115 Coloured Jerseys @ Rs 3 2 each 
456 lb. Pine Knitting Wool @ Its 1-14 per lb 

Buyers are allowed 6}% trade discount and 2£% 
for prompt payment The expenses in respect of 
these goods were — 

Packing Rs 8 Cartage Rs 5 andTreightRs 25 

You are required to prepare the Invoice and the 
Bill of Exchange in proper form 

2 Describe briefly the procedure of maintaining 
a record of inward and outward correspondence to a 
big business office 

3 Explain the meaning and use of the follow* 
ing : - 

B/L , sans recours Allonge and Special 

Crossing 

4 Describe a suitable system of indexing and 
filing correspondence for a big business offico 

5 What are the different methods of despatching 
goods by rail ? Mention the important documents 
that are used in this connection 

6 Suppose you have to Bend Rs 500 to Calcutta, 
What are the different ways by which it can be done 7 
Describe fully the cheapest method 

7. Condense the following into a telegraphic 
message not exceeding 12 words, including the 
address — 

From Sunder Dass & Son«, Cbandausi, Agents, 
to Gopal Bros , Bombay 



3 % 


BUSI5EBS TBAmitG 


(Tele Add ‘Wheat’ Chandausi ) 

(Tele Add. : ‘Gopal* Bombay ) 

‘The present price of wheat is Rs 3 per maund 
It is falling rapidly A fall of annas four 1 = feared 
to-dav Kindly permit us to sell ’ 

Al*o explain brieflv the procedure of converting 
the above message into a cypher telegram 

8 Write a complaint from Govind Ram to the 
Post Master, Lucknow, that a registered cover duly 
posted to his address has not reached his hand's 

9 Write a letter from The Indian Engineering 
Co , Ltd., Bombay, to Dilawar Khan & Co., Lahore 
offering agency for the sale of a patent fire-ex- 
tinguisher and stating terms 


Rajpntana Board. 

1936 

1 What is meant bv crowing ’ State the various 
methods of cro«mg a cheque, explaining the effect 
in each case 

2 (□) What are the chief characteristics of a good 
business letter ’ 

(5) Write a complete letter in replv to an en 
-quiry regarding the means. busmen integrity, and 
general reputation of a merchant whose circumstances 
are well known to you 

Or, 

(a) What is a D O Letter ? Under what cir- 
cumstances are such letters used 9 

(fe) The authorities of a college de c ire to build 
a. Hall The cost is estimated to come to Rs 20,009 
Draft a letter to the proper Government OScial, 
applying for a grant of one half of the co*t 

3 Mention the different methods of multiplying 
commercial papers, giving the special advantages of 
each 
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4. What system of filing and indexing of letters 
would you introduce in a business office accustomed 
to heavy correspondence ? Luscuss fully the system 
you recommend 

5 What is a Railway Receipt ? How can a 
consignee take delivery of the goods from the Railway 
authorities if the R/R is lost ? 

6 Write short explanatory notes on any four of 
the following terms Holder in due course , del 
credere agent , Cypher Code P irm Offer , Qualified 
acceptance , Broker, 

7 Prepare an account sales from the following 
particulars 200 bags of chillies received per goods 
tram SIR and sold by V K Sami & Co , Coimba. 
tore — . 

1930 

March 5 Paid railway freight Ka 115 cartage, Rs 15 
„ 7 Sold to S Velan & Sons 70 bags at Re 10 each 

„ 10 Sold to P Hassan & Co , 50 bags at Rs 9 each 
„ 20 Sold for cash 20 bags at Rs 30 each 
„ 25 Sold to Surajma! 60 bags at Rs 10 each 

Commission at 2j pe- cent , del credere 
at 2} per cent 

8 Write an application to Messrs Ramaswarm 
& Co , Ajmer, offering your services as a book keeper, 
stating your age, qualifications, and salary required 

9 State what is done in the following circums- 
tances t — 

(a) At one copy per head, a number of identical 
telegrams are to be sent to different persons residing 
in the same town , 

(b) A letter is to be posted urgently, but the 
Post Office clearance time is just over (c) A postal 
acknowledgment is to be obtained that servant with 
whom letters are sent has actually posted them (d) A 
letter already posted is to be recalled before it 
reaches the addressee 
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1937 


\ote — Attempt six questions onlv Question 10 
being compulsory 

1 How is the record of outward letters kept * 
%me and explain the different ways of copving 
letters 

2 rile all vou know about a railway receipt 

3 Ram Das &. Co , Meerut, placed an order with 
Krishna Chandra &. Co Ltd , Bombay, for 1,000 pairs 
of Swadeshi Dhotis at Rs 2 per pair, subject to 5% 
trade discount 


The sellers despatched the goods by ps'eenge*- 
train and incurred the following expenses • — 


Packing 

Cartage 

Sundries 


Rs 

5 

2 

3 


You are required to prepare an invoice from the 
.above particulars 

4 Condense the following into telegrams not 
exceeding twelve words each — 

(а) I was not able to keep the appointment to- 
day but will meet you to morrow at 12 noon and 
will bring samples with me 

(б) The goods which you ordered are not in 
stock, but we hope to supply them in a day or two 


5 Explain the following terms and abbrevia 
tions — 1 


(o) E & O E 
(b) O R 

<c) Certificate of Posting 


(d) ‘ProFo^ma Invoice 

ie) Accommodation Bilk 

if) C V* O 


6 (a) 33 hat is a Postal Savings Bank ? 
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(6) Describe the procedure of withdrawing 
money from a Postal Savings Bank ? 

7 When can a Banker rightly dishonour a 
cheque ? What words are used to indicate this, and 
what is the sense of each ? 

8 What is ‘acceptance’ of a Bill of Exchange? 
Give its kinds together with illustrative examples 

9. What is a Foreign Bill and how does it differ 
from an Inland Bill ? 

10 (a) What is the difference between an Official 

letter and a Demi Official letter ? 

(6) Reply to the following advertisement appear- 
ing m the ‘ Tribune ' of the 13th March, 193? — 

’Wanted a Typist foT our office Must be at 
least a Matriculate Preference will be given to 
ono know mg Book-keeping and Hindi 

Apply to the Manager, Ram Krishna Stores, 
Lucknow, stating the minimum salary acceptable 
Or, 

(а) Name and explain all the parts of a business 
letter 

(б) A partner, Ramchandra, of the firm of ‘Govind 
Ram & Bros , Fyzabad , retires and withdraws his 
capital amounting to Hs 3,000 on the Jst March, 1937 
On tbe 3rd March, 193? Keshava Leva, the Manager 
of the firm, is admitted as a new partner, who con- 
tributes Rs 4,000 a a his capital 

Write a circular letter from the firm to its 
customers informing them of these changes 

I93S 

Note — Attempt six questions only Question 10 
is compulsory 

1 Mention the advantages of preserving Business 
Correspondence 
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2 (a) What is an Index 9 "Name its kind" 

(6) From the following particulars prepare a 
simple Index — 


Messrs Bala Prasad &. Co 

1. 8.13 

Hafiz Kareem Bux 

9,16 36 

Messrs T Smith &, Bros 

2, 5, 7. 20 

Pandit Ram Krishna 

3, 4, 6, 10 

Messrs Murray & Co , Ltd 

11. 12, 30 

Messrs Jhabwala &. Sons 

14, 28, 35 

Lala Chunni Lai Gupta 

40. 48, 51 

Thakur Devi Singh 

80, 90, 98 

Messrs Kewal Ram &. Co 

79, 85 

Mr Yogendra Yatti 

99, 105 

What is a Postage Book and 

what is its useful 


ne B s 9 Draw one as an example 

4 (a) What do you understand bv the Imprest 
system of Petty Cash Hook 9 

{b) Prepare a Petty Ca«h Book from imaginary 

items 

5 (a) Describe the procedure of opening a Current 
Account in a bank 

(6) Name and explain all Linds of accounts 
that you can open in a bank 

f Define a Bill of Exchange and distinguish it 
from a Cheque 

7 Explain the following terms and abbrevia 
tions — 

(a) Sterling Money Order (0) Payee (c) A/S 
{d) Reserve Price (e) F O R (f) R/D 

8 "Name all the point* ot difference between a 
Broker and a Factor 

9 Prepare an Account Sales from the following 
particulars l — 

On 15th October 1909, Delmaine Bro*., of London, 
shipped to Donmeon &. Sons of Port Elizabeth, 60 
ca*es of mixed Sheffield goods The=e goods were 
invoiced pro forma at .£32-10$ percale Thepavments 
made by Donni*on &. Sons were — *toragd £15 12s* 
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Landing Charges £6 10s, Insurance £2 11s and 
Sundry Expenses £1 On the 15th December Donm- 
son & Sons sold all the cases at £50 per case On the 
16th December they remit the money due from them 
to Delmame Bros by a Cheque, deducting their com- 
mission at 2% on sale price 
10 (a) Give tbe requisites of a good business 

letter 

Explain the following terms and abbreviations 
(l) P S (u) Enclosures (m) Per Pro. (iv) 
Complimentary close 

(6) The Authorities of a Govt -aided College 
desire to build a Hostel to accommodate 60 students 
Plans etc are ready and tbe cost is estimated to come 
to about Ks 50,000 

Draft a letter to tbe Director of Public Instru- 
tion or some other proper educational authority 
applying for a grant of one-half of tbe cost 
Or. 

You are a wholesale cloth dealer Messrs 
Itamjeelal & Sons , cloth dealers, Kishangarh, desire 
to open a credit account with you and assure you that 
they would purchase cloth worth about Us 5,000 a 
year and give the name of the Imperial Bank of India, 
Jaipur, as reference 

Write a letter to the Agent, Imperial Hank of 
India, Jaipur, enquiring about the financial condition 
and reputation of vlessrs ftamjeetal & Sons 

1939 

1. What points should be settled when you place 
an order for the purchase of goods ? 

2. In wnat cases is it compulsory to register an 
article to be Bent by post 7 If a registers i article is 
lost, is the Post Office responsible for it ? 

26 
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3. Explain a code and tell how a cipher message 
is sent and deciphered 

4 What is a Statement of Account 9 
From the following particular®, prepare a state 
ment of account to be rendered by Messrs Krishna 
Gopal & Co , Cloth Dealers, Cawnpore, to Messrs. 


Ramjeelal & Sons, Meerut — 

1938 Rs 

March 1 Owing by Ramjeelal A Sons 500 

, 8 Sold them goods 100 

, 10 Goods returned bv them 20 

„ 15 Received from them 320 

, 20 Sold them goods 150 


„ 29 Received a cheque from them 100 

5 Explain the following terms and abbrevia- 
tions — 

(a) Bill of Lading (b) V P. P. 

(c) Credit Note (</) D L O 

(e) Advice (/) F. O R destination 

6 Explain Card Indexing, and point out its 

superiority over other methods of indexing 

7 Define a cheque, and distinguish between (a) 
an Order Cheque and a Bearer Cheque, and ( b ) a 
Crossed Cheque and an Open Cheque 

8 What is an endorsement on a Negotiable 
Instrument 9 Name and explain two Linds of endorse- 
ment 

9 bat are the points of difference between a 
Bill of Exchange and a Promi®sorv Note? 

10 Either 

Write a letter placing an order for certain 

good® 

Or, 

Write a letter to the Secretary, Board of High 
School and Intermediate Education, U P , as from 
the Secretary, D S High School, Almora, a®fcmg for 
permi® R ion to open Commerce as one of the optional 
subjects in his school 



AND CORRESPONDENCE 403 

1940 

1 The acceptance of a bill of exchange may be 
-either ‘genera} or ‘qualified’ Explain these terms, 
and give two examples of a 'qualified acceptance*. 

2 What is meant by ‘Grossing* a cheque, and 
why is the practice resorted to ? 

A person at Cawnpore, having no banking a/c, 
receives a crossed cheque on the Imperial Bank of 
India, Agra Branch How should he get the cheque 
cashed ? 

3, What is ‘filing 1 ? Why is it necessary ? State 
tho principal qualities of a good and an up-to date 
file 

4 What are the advantages of a telephone to a 
business man ? Explain the circumstances in which a 
telephone message will be preferable to a telegram 

5 Explain any four of the following — 

Express delivery, B/L , Tare, Broker, Franking, 

Proforma Invoice, Cypher Code, Holder in 
due course 

6 What are the principal methods of despatching 
goods ? Describe fully the procedure to be adopted 
when sending goods by passenger train 

7. In what cases is it compulsory to register an 
article to be sent by post l If a registered article is 
lost. Is the post Office responsible for it ? 

8. Write an imaginary official letter. 

3. Bal Krishna & Sons, Ajmer, are acting as the 
del credere Agents of the Popular Woollon Mills Co , 
Ltd , Alimedabad, on tho following terms — 

Commission 5% and , Monthly A/S, to- 
gether with a cheque for the amount due 
In January, 1940, they sold the following goods 
on behalf of their Principal — 

147 Suponor Blankets © Rs 11 4as each, 

95 White Sweaters © Rs 7 8 as each 
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115 Coloured Jer«eys (® R* 3 2 as each 
456 lb Fine Knitting 'ft ool @ Re 1 12a* per lb 
Their disbursements in respect of these good* 
were l freight and cartage, R« 45 shop rent, R* 23 , 
sundry expense*. Re 25 
You are required to — 

(a) prepare the A S in proper form and 
(6) draft the necessarv accompanvjng letter from 
the Agent* 


Delln School Board— 1937 

liV.B — Credit will be given for brief and to the point 
answers ] 

L (a) You receive a consignment of X’mas 
novelties, cracker e, and other sundry articles for the 
X’mas season from London, Kane the various do»*u 
ments which vou would receive froj the consignor 
to enable vou to take deliverv of the consignment 
at the port What formalities you would be required 
to undergo for the deliverv of the goods in vour 
god own 

(fc) Acknowledge the receipt of the above consign- 
ment to the consignor expressing poor satisfaction 
with the quality of the goods 

II Describe the various methods by which vou 
can effect the pavment of the above consignment to 
vour consignors m London 

Give specimen of one of the most convenient 
instruments by which you would prefer to ren.it the 
money 

IIL You wi*h to open a Saving® Bank account 
with the Punjab National Bank, Ltd Delhi, Des- 
cribe the various formalities which vou would be 
ashed to undergo by the manager before opening the 
account Also name tbe paper and documents which 



AND CORRESPONDENCE 405 


■would be handed over to you after your account haa 
been opened in the Bank 

What are the restrictions, if any, for with-draw- 
ing money from the Savings Bank account ? 

IV Give the suitable 'Salutation' and 'Supers- 
criptions' for any of the 4 (four) following letters — - 

(a) To the advertisement manager of a local 
paper to insert an advertisement in his paper 

(b) To Mesdames Sbeela and Leila, Hair- 

dressers 


(e) To a Maharaja of a state 
(d) To the principal of a college for seeking 
your admission 

(<?) To His Excellency the Viceroy of India. 
{/) To the wife of a knight, requesting her for 
donation 


V Explain the following to show that you 
nndeistand them — 


(a) Debenture 

lb) Chambers of Commerce 

(c) Factor 

(d) Broker 


(c) Indent 
(/) C 0 D 
(<7) /, a 
(A) O/D 


VI Six ordinary telegrams of the same subject 
«re to be «ent by you each not exceeding 8 words 
(the message being five and address three), to be 
delivered in Calcutta Calculate the total cost you 
will be asked to pay for the 6 telegrams 

What formalities if any, are provided by the postal 
authorities for transmitting different articles includ- 
ing Samples, Registered parcels, etc, to Great 
Britain ? 


VII Distinguish between a 'Joint' and a ‘Joint 
and SoveraP promissory Note 

Draw up a Promissory Note with the following 
particulars — 

Term —Three months after date 
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Payee — Messrs Talk and Walu 

Amount — Rs 800 

Makers — Sure Succe«s and Co 

Date — 3rd November, 1936 

1938 

1 Give the main parts into which a business 
letter is divided 

Your father who has recentlv taken you m his 
business asks you to draft a circular letter required 
to be sent to his client*: about the special reduction 
in prices during the X’mas week. Draft this circular 
letter setting out your subject in paragraphs 

2 Give the various systems of filing that vou 
know and de'cribe the one which you think to be 
very popular and mostlv u*ed in business firms 

3 How far do you think the man power is being 
replaced by mechine power in the business world 
Describe the most effective mechanical device used 
in big retail stores, to have a check on ca«h sales 

4 In what way the Bill of Lading differs from a 
Railway Receipt ? Describe the essential features of 
a Bill of Lading and the parposes served by it 

5 (a) What facilities are afforded by the Indian 
Posts and Telegraphs department to avoid waste of 
time in sending and receiving telegrams 9 

(6) Under what conditions can you recall a 
letter from the post office 9 

(c) What would be the cost of a sterling M O 
for £22 ? 

6 (a) A friend of yours having Rs 500 with him 
ask- your advice to invest this money in such a way 
taat small amounts when needed by him be made 
available to him without any loss of interest on the 
balance XV hat investment you would recommend 
him to suit his requirements 9 

(6) Give a specimen of a fixed deposit receipt 
•with a counterfoil, filling m your own details 
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40 ? 


Bl p,a,„ the following to -at you under 
stand them - " 


(a) Del credere Agent 

(c) Cross reference 
(e) Certificate of posting 
(q) Franco 

10 X D 


(&) A letter of Hypothe- 
cation 

(d) Paying in the slip 
(f) Vide 

(h) D/P 
U) 0 0 D 


1939 

1. Appl" f 01 11,6 J hardworking Assis- 

Wanted a *£«“■*■• Office-Boutm. 

tant having kjowl * i.t.ng «•. 

and correspondence. APPS testimonials and refer 

tiona and »dPen«»|» ! ,'' ( i‘ ) h o-H.nd»Bt.nT.mo S ’ Sew 
ences, to box. 

Delhi. Qr 

on — 

(At The goods are no 

•""SfeSJS the boa» — “ tb *“ 6 f 1 

01 531 th “ 
those settled w«h you b ed you very W* 

(8) The goods have , h0 above firm. 

Write a letter »f comp^ ^ cl „ m ,nB damages 

'TSZZZ* <de method, torr.mitting 

--;r/-"oa-;;-r y : r . 
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( d ) Rs 400 to your brother, living m a village 
Which of the methods suggested bv vou vrould be 
safe and economical ? 

Describe briefly the functions of either a Bank or 
a Post Office 

3 Is the following cheque in order 9 If not, 
point out the defects 


The Bank of Delhi Limited 

Vo 9S76o 

Delhi 1st March, 1939 
Pay to Ram Lai or Gopi "Nath or order the 
sum of Rupees Seven hundred only again=t 
deliverv of 3 bales of Cotton 


By order of the Board, 
(Sd) Kishan "Narain, Manager, 


Rs 700 5 6 National Trading Co Ltd. 


Will the Bank honour the cheque if it is pre*en 
ted on 2oth February, 1939 or 1st October, 1939 9 
Or % 

(a) Send a Telegraphic order to Messrs Meston 
Co , for 1 Electric dvnamo of 1,000 Volts and ask 
for delivery within a. fortnight. 


(&) Send another telegram cancelling the above 
order as they failed to supply t>*e dvnamo within a 
fortnight 

4 Write Ehort notes to show the difference 
between any 5 of the following : — 

(а) Ultimo and Pro (e) Savings Bank A/C 

ximo and Current AfC 

(б) Ante dated and if) Dividend and Bonus 


Po't dated 

(c) Telegram 


and (?) Salarv and V ages 


Cablegram 

id) Advice and Invoice 


(A) Indemitv and In 


su ranee 
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5 Describe very briefly but clearly the various 
systems of filing letters which of these would be 
suitable for a (a) Banter (6) a Professor and (c) a 
petty trader ? 

6 Explain any six of the following terras — 

1 Fixed Deposit 7 Postal Order 
Receipt 

2 Paying in Slips 8 Phonogram 

3 Postal Ca«b Cer 9 Telegraphic Ad 

tjficate dress 

4 Demand Draft 1 0 Addressograpb 

5 Bills of Lading II Chamber of Com- 

6 Risk Note roerce 

7 Messrs Ratan &. Co of Lahore send the 
following goods to Messrs Gopal Bros , of Delhi and 
draw on them a bill fot ie full amount of their 
Invoice payable 60 Days after sight 

100 yds Serge ®Bi 4 per yard 
30 yds Velvet @ Rs 5 per yard 
20 Blankets @ Rs 7 each 
50 Boxes of Goodrej Soap @ Re 0 12 0 each 
5 Boxes of advertising material No value 

They allow you 5 per cent Trade discount but 
charge Rs 8 for packing and forwarding 

Prepare an Invoice a Draft for the full amount 
and Draft a letter to the Bank through whom the 
R/ft is sent 

1940 

1 On taking delivery of a parcel of Stationery 
from Bo nbay you find half of it contains only waste 
paper Draft letters of complaint to the Railway 
Company and the suppliers claiming damages 
Or. 


On 20tb August 1939 Messrs Ratan & Co 
{Telegraphic address Ratan) send an order for 3 
bales of locgcloth with the Textile Mills Ltd 
(Telegraphic address Textile) Bombay On 20th 
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September 1939, they wish to increase the order to 
5 bales and send a wire to this effect Yon are 
required to — 

(а) draft the letter placmg the original order , 

(б) draw a telegram, increasing the order to 5 

bales , 

(c) write a letter confirming the telegram 

2 Explain briefly anv six of tbe following — 

(c) Foreign telegram, (j>) Pre's telegram, 

(c) Phonogram, (d) Greetings telegram, (e) Cipher 
telegram, (/) Cablegram, (g) Telegraphic address 
(A) Multiple address telegram 

3 (a) Describe briefly Indian Telephone system, 
and state the rates charged in Delhi 

(6) Write short notes on — 

(1) Trunk telephone, (2) Particular per«oD 
call' (3) Overseas telephone service 
Or 

How will you send an R/R of goods despatch 
ed to 4mb3la in order to get prompt parmeat of 
your money and to ensure quick delivery of the goods 
to your customer 9 Draft necessary letters or do- 
cuments for this purpose 

4 (a) What are the essentials of a good business 
letter ? 

(b) Write a letter to the Director of Govern 
ment War Supply Depot, offering a regular supply 
of blankets of approved qualitv and at reasonable 
rates 

Or 

Write a circular letter to your customers announc- 
ing — 

(a) appointment of an Expert Motor Engineer. 

(t>) shifting your business to better and bigger 
premises, 
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( a new Make of Car, 

M “ Ee ” C ! pom p and eervioe station 

(d) opening of ■ iP«" J of the follow- 

5 Distinguish between any / 

“ S draft Hand, and Bill ° [ E* 1 *™" ' 

(a) Cheque- draft, nun 

(111 Agent, broker, m dM course . 

M Holder for Casb Cert.Scate , 

M Fixed Deposit «**£■ ml , 

(«) Trade discount. Cash 

graph. 0r , 

Explain any «* « f th< ’ f Credit. Trade 
Affida,..,Den.urr.ge, L He«e r K M s . Power of 

AuSuwIe'&'o E would J0U make under 

have no drf«“ ' ^“wherever you are 
letters delivered to post but the 

( .\ Ynu have an uib 

having P 0 ®„ r {^ r{ , ss ee , , . lw „ Te d to the 

letter to the le tter to be d »ver eh 

Id) You ”* 'Vo“y onita arrival at 
addressee immediate 7 
office 
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Benares Hindn University 
193S 

lA B — Question / and S are compulsory Of 
the rest attempt any four J 

1 What is an Invoice ? 

Pvare Lai &, Co , Benares placed an order with 
Badri Parsad & Co Ltd Bombay, for 2,000 pairs of 
Swadeshi Dhoties at Rs 3 per pair subject to 5% 
trade discount and on cash payment within 
15 days 

The sellers despatched the goods by goods train 
and incurred the following expenses — 

Rs 

Packing 15 

Cartage 12 

Other Expenses 15 

You are required to prepare an Invoice from the 
above particulars 

2 How is the record of outward letters kept ? 
Name and explain any one method of copying 
letters 

3 (a) What is the u^e of registering an article ? 
What things must necessarily be registered ? 

(6) Does the Post Office pav compensation 
in all ca=es for damage or loss to insured articles ? 
Point out the cases when this is not possible 

4 (a) What is a telegraphic code ? What purpose 
does it serve 9 

(b) What is a Cipher Telegram * Explain clearlv 
by aD example. 

5 W hat do you understand bv a crossed cheque * 
Illustrate the two forms of crossing and their effect. 

6 Define a Bant. Name the hinds of accounts 
that can be openea at a Bank What difference 
do you note m a Current Account and a Deposit 
Account 9 
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7. What does each of the following terms denote ?— 
(at Loco (6) f o b,|c)o i f and (d> In Bond 

8 A partner Ram Lai of the firm of ‘Ram Lai 
Magan Lai , Benares retires from the firm, and with- 
draws his capital amounting to Rs 5 000 on the 1st 
January, 1938 On tie same date, Keshav Dev, the 
manager of the firm, is admitted as a new partner, 
who contributes Rs, 6,000 as his capital 

Write a circular letter from the firm to its cus- 
tomers, informing them of these changes 
Or 

As Registrar of the Allahabad High Court, inform 
Mr Shiara Lai that this application for the post of a 
typist in the High Court cannot be entertained as 
there is no vacancy at present His name however, 
has been registered 

1939 

1 Define a Bill of Exchange and dis 

tlnguish (&? Ppfrat) it from a Cheque Draw a Bill of 
Exchange on Messrs Bala Prasad & Co , Benares for 
Rs 275 8as payable 60 days after sight and give its 
due date ^ * ?rrn^) 

2 (a) Mention the advantages (5TW) of preserving 

Business Correspondence V*l 

vskty 

(fc) Whatman Index ? Name and explain its kinds 

3 What do you understand by the Imprest system 

of Petty Cash Book ? Prepare^ 

Petty Cash Book from imaginary items (T-fofN 8) 

4 Explain the following torms and abbrevi 

ations (srsj^i) — 

(o) Not negotiable (b) AS (c) Reserved Price , 

(d) f o r , , and (e) R/D 
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5 What is a Postal Savings Bank 9 Describe the 
procedure of withdrawing money (^777 XX fin?) 
from a Postal Savings Bank. 

6 Explain an agent, and tell his importance in 
trade Name the different Linds of agents and their 
respective functions (srR 7 5n) 

7 Mention the different methods (firs »Ui$j of 
multiplying commercial papers (^777f T 2 ? XX 7R5 
J-J'U'-il fV-f-i"!'! X) 

What method or methods of duplicating would 
you adopt in the following cases ? — 

30 copies of a circular letter are to be sent 
5 090 copies of a document are to be c enh 

8. What is the difference between an Official letter 
and a Demi Official letter ? 

Write a letter from the Secretary, Federal 
Public Service Commission, to Mr Badri Datta pande. 
Mi. , informing him that be has stood third w order 
of merit at the last LC.S Examination and that he 
should present himself for an interview before the 
Commissioners as II a m on the 25th o c September 
1938 in the Com minion's office at Simls 
Or, 

Replvto the following advertisement appearing 
m the Leader of the 13th March 1939 — 

*W anted a Tvpi=t for our office Must b* at lea=t 
a Matriculate Preference will be ^iren to one know- 
ing Book-keeping * 

Applv to the Manager, H213 Krishna Scores 
Benares stating the minimum salaiv acceptable 


Muslim Unn ersity — 1939 
1 A K Collector, Di«t-ict Bulandshahr, write a 
letter to the Divisional Commr=siones mfo-ming 
him of the scarcity of rainfall and the damage done 
to the J iarsf mbi crcps t>5 jost district* 
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2 Abdul Ghent of Aligarh has purchased goods 
worth Rs 450-8-0 from Ram Chandra & Sons, Delhi 
Write a letter from the seller-* to the buyer advising 
him of the despatch of goods and requesting him to 
pay the price at an early date 

3 Draw up a Bill of Exchange from the follow- 
ing — 

Drawer t Kapoor and Co , Cawnpore 
Drawee t Rahmat & Co , Agra 
Amount Rs 610 8 0 
Term ; 3 months after date 

Supply other details yourself if necessary 

4 What system of filing would you recommend 
for a large business office f Give your reason, and 
explain the system clearly 

5 Explain the following terms clearly - 
‘Cypher Telegram ‘Post Restante', ‘Certificate of 
Origin’, ‘Account Sales’, and ‘Copying Press 

1940 

1. (o) Owing to the outbreak of war between 
Germany and Great Britain there is a general rise 
in the prices of commodities On behalf of Mohan 
& Co , Bombay, you are required to inform their 
arhtia at Hapur to purchase 10,000 maur'J of 
wheat at once, at the best obtainable pnco^n the 
market The telegram roust be in proper form 
{6) Confirm your telegram by a letter 

2 Reply to the following advertisement — 
‘Wanted an accounts clerk for the offico of the 

Director of Industries, U P , on a salary of 
Ss 30 2 50 None need apply who has not passed the 
High School Examination with Commerce ’ 

3 Mr D L Bbargava, of Aligarh, sends a 
cheque of Rs 470-8-0 to Messrs Anwar Ah & Co , 
Delhi, m full payment of their account You are 
required to draw up the cheque and the forwarding 
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letter enclosing it. Take the necessary precautions 
to ensure the safe delivery of the cheque 
4- Explain the following . — 

‘Express delivery letter’, ‘Telegraphic money 
order’, Cash Certificate’, ‘Dead Letter Office*, and 
‘Postal order*. 

5 Use the following titles and abbreviations 
correctly: Messrs, Capt , Khan Bahadur, ICS, 
1.M S , LL M , Sir, P E S,, and Kunwar. 


Punjab University 1937 

1. Condense the following into a telegram to be 
sent to the Principal, Mahila Mahavidrala Girls’ 
High School, Lahore (telegraphic address ‘Mahs 
vidyala’) using as few words as possible but they 
should be enougn to achieve the object the sender 
has in view 

‘My brother is gomg to England, and I am 
accompanying him as far as Bombay. I request 
the favour of your kmdlv granting me leave of 
absence for a fortnight.* 

2 (a) Draft a letter to Messrs Parco & Son®, 

Radio Dealers, The Mali, Lahore, to send you half 
a dozen samples of Radio sets of different makes at 
their earliest convenience, giving the minimum pos- 
sible quotations. 

(£>) Draft a letter to your landlord asking him to 
put the house in which you reside in a proper state 
of repairs, especially the roof of the verandah, and to 
have the whole house whitewashed and painted 

3. (a) Draft an application in reply to an adverti- 
sement, which has appeared in the Tribune of the 
22nd June, 1936, for thepo=t of a Ledger Clerk in the 
Central Bank of India, Ltd., Ivjla Gumbad, Lahore 
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State your academic qualifications, family claims,, 
age, state of your health and accounts experience 
Or, 

(6) What do you know of the following ? Any 
five terms may be attempted — 

Advance Agent Bargain , Circular , Clerical 
errors Commission Exports , Freight Merchant ; 
Indent Interest , Mortgage , Reference , Sample , 
Wholesale 

4 Rule a specimen page of a Correspondence 
Register, and enter briefly the substance of each of 
the following three letters — 

(a) Murray College, 

Lahore, 

The 22nd June, 1936 

B Das Esquire, 

S, Chitranjan View 

Amritsar 

Dear Mr Das, 

I am sorry to say that your son is not behaving 
properly in the college and has been verv irregular 
in attendance I deem it my duty to bring it to your 
notice, bo that you may take timely action w the 
matter He is Intelligent, but requires some 
restraint, supervision, and guidance 

Yours sincerely, 

(Sd ) M S Phillips, 
Principal 

l b) 5, Chitranjan View, 

Amritsar, 30th June, 3936 

Dear Mr Phillips, 

I am very thankful to you for having drawn ray 
attention to the unsatisfactory behaviour of my son 
In fact, my suspicions bad been roused long ago, and 
I was about to address enquiries to you I am really 
sorry that ray son should thus go astray and be a 
spoilt child I have given him a hit of my mind 
27 
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to-day, and hare stopped his allowances. I have put 
him under a tutor I hope be will mend his wave, a= 
he has promised to do, as will appear from his letter 
enclosed herewith, and I shall be obliged if you could 
kindly keep an eye on him and let me know if any 
improvement be visible. Professors and teachers 
are, as a matter of fact, in the place of parents and 
have great influence on boys. 

Hoping to be excused for the trouble. 

Yours sincerely, 

(Sd.) B Das. 

To 

M. S Phillip*, E«qaire. 

Principal, Murray College 
Lahore 


(c) Murray Hostel, 

Lahore, 26-6-3-6 

.My dear father, 

I confers with shame that the complaint you have 
received from my Principal about my irregularity is 
only too true I plead guilty, and can offer no excuse 
at all except my own folly. I ask yon and my kind 
protestors forgiveness with a sincere and repentant 
heart and promise not to givtr you any cau*e of 
complaint in future I realize my mistake and ibe 
lo=s I have suffered. I '■’.all turn over a new leaf 
and hope to ‘win your approbation and the good 
opinion of my profe«sors and Principal 

With* sincere apologies and a hundred regrets at 
my past folly. 

I am. 

Your loving son, 

(Sd ) Surrendar. 


To 

B Dat, Eequire, 

5, Chilian] an View, 
Amnt=ar. 
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5 (a) Prepare a brief precis (m one continuous 
passage) of the three letters given in Question 4 
above 

Or, 

(6) Give a clear and concise summary of the 
following passage — 

The Dhobi washes clothes His method is very 
rough He beats the clothes violently against a stone 
or a hard wooden plank and some of them are torn 
away jn the process His work is very hard He 
has to stand in cold water in winter and in summer 
the sun beams over his head, so that, summer or 
winter, he works under trying circumstances We 
have a good Dhobi, who does the work to our satis, 
faction He is regular and returns clothes which 
we give him for washing usually after ten days 
Some Dhobies are very irregular and cause inconveni- 
ence to their customers by delay 

The Dhobi has a bullock or a donkey, on which he 
carries his bundle of clothes to the stream He never 
mixes up clothes of different persons After washing 
clothes with Boap and alkali, he puts them in a large 
vessel of boiling water He then wrings water out 
of them, dries them in the sun, and afterwards irons 
them to remove creases The dirt being thus washed 
away, the clothes are bleached, and they become as 
good as new 

1938 

I (a) What do you know of the following ? Any 
five terms may be attempted — 

Advice, Bale, Bid, Broker, Call, Cancel, Case, 
Claim, Clients, Contract, Deed, Finance, Firm, 
Import, Net amount, Port 
Or, 

(6) Draft an application in reply to following 
advertisement for the post of a junior clerk — 
‘Wanted a young man with knowledge of English 
and Urdu for the Punjab Civil Secretariat. State 
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qualifications, age, experience, if any, and the mint 
mum pay acceptable Apply to the Assistant Sec 
retary to Government Punjab, Lahore 
IL Condense the following into a telegram to be 
sent to Messrs Prem Prakash & Coy , 5, Chitaranjan 
Avenue, Calcutta, (telegraphic address Prakash ) 
using a* few words as possible, but they should be 
enough to achieve the object the sender has m view - 

I was verv glad to find your father’s name in 
the New lears Honours List The title of Pai 
Bahadur conferred by the benign Government was 
long overdue Kindly accept our hearty congratula 
tions on this happy occasion, and convey them to all 
the members of your family ’ 

III (a) Draft a letter to a class fellow friend of 
yours, asking for a loan of money, assuring him of 
early refund 

Or . 

(6) Draft a letter to Messrs Cbiragh Din & 
Bone, Saddlers Anarkali, Lahore, requesting them to- 
make payment of the amount outstanding against 
them for the last nine month*, promptly 

IV Rule a specimen page of a Correspondence- 
Register, and enter briefly the substance of each of 
the following three letters : — 

(a) 20, Montgomerv Road, 

Lahore, 

the 10th March, 193S 


M Ra*hid Ahmad, 

7, Mayo Road, 

Lahore 

My dear Rashid, 

My father i« going to take me for rowing on the 
river this evening and he want*: me to ask my friend® 
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•io join us Will you come ? I shall be so glad if you 
-do I think we shall be able to muster a party of 
nine or ten It promises to be a delightful evening 
And I hope wo shall have a jolly party I shall 
wait for you at five in the evening 

Please write a line to say that you are coming 
With kind regards, 

I am, 

Very sincerely yours, 
Balbir 

(6) 7 Mayo Road, 

Lahore, 

the 10th March, 1938 


Balbir Singh, Esquire 
*0, Montgomery Road 
Lahore 

My dear Balbir. 

Thanks for your kind note and the pressing 
Invitation, but I am sorry I cannot join you this even 
ing The fact is I must sweat for my examination 
Wishing you a pleasant evening 

I remain. 
Yours ever, 
Rashid 

(c) 28, Montgomery Road, 

Lahore 12 3 38 

M Rashid Ahmad 
7 Mayo Road Lahore 

My dear Rashid 

I am sorry you could not join us on the 10th 
instant Wo were a party of eight and we had a 
■delightful time on the river 
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The clear water reflected the clouds like a 
mirror The sunset was glorious I can give you 
no idea how grand it looked, e'peciallv when we 
came to a bend in the river which gave as a view of 
it all through the trees 

You would have enjoyed yourself greatly had 
you been with us Really you ought not to bore away 
alwavs at the e books of vour* without taking any 
recreation You feel tired at times over your studies 
and I do not wonder at it Believe me, my dear fellow, 
the hunger and thirst and weariness oar bodies feel 
are but gentle reminders from God who made us that 
we need food and drink and recreation I felt all tne 
fresher for my studies after I came home. 

Regretting you did not come, 

I remain. 
Sincerely roars, 
Balbir. 

V (a) Prepare a brief precis (in one continuous 
passage) of the three letters given in Qne=tion IY 
above 

Or , 

(b) Give a clear and concise summary of the 
following passage . — 

From time immemorial fairs have b»en held in 
India. But everv fair thus held had a trade purpose 
in view For instance, in Lyallpur a great Mandi is 
held once a year, in which Government Remount 
Officers come and buy horse' A.t du'fc the lights cf 
many thousands of camps are a beautiful sight. We 
a^e greeted everywhere by smiling villagers and 
officers In the morning we visit horses and camels 
drawn up in a line We see noted breeders and admire 
Jhfyj stock. The well built villagers with their piO' 
ture'que head dress appear mo=t attractive as th^y 
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ride about We listen to stones of the past — how so 
and so won a gold medal for the best maro and how 
this happened in the Bood old daysa sue hond such 
an officer 

In the afternoon there are races The soil is hard 
and covered with loose stones Excitement runs high 
and the spectators shout like mad men Last of all 
comes the camel race The camel is a grudging 
animal If he can, he will refuse to go to the post at 
all His rider haB one rope only to control lum and 
that is tied through his nose In the last resort all 
that can be done is to pull bis bead round hard against 
his shoulder So he can really run in any direction 
he likes and generally does so without any regard 
to bis rider s wishes 

That afternoon one camel refused to run, and,, 
when beaten, threw himself on the ground like a 
child in a temper, and rubbed his nose m the dust f 


Calcutta University 
1937 

IjV f? —Candidates are required to give their auswers. 
in their own words as far as practicable ] 
GROUP A 

Answer any Jour Questions 

1 Write an answer to the following advertise* 
ment - 

‘Wanted, a stenographer (maiticulate), fast and 
accurate, with knowledge of filing, for a mercantile* 
office in Calcutta Apply, stating age. experience, 
and salary expected, to Box 4091, The News of Bengal, 
Calcutta 

% Assuming that you have been appointed the 
local agent for the sale of bread, butter, and jams of 
a certain factory, write a suitable circular letter to- 
be sent to persons likelv to buy from you 
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3 (a) Construct sentences illustrating the different 
meanings of any two of the following words —barf*, 
he, match , and pound. 

(6) Write a telegram, not exceeding twelve 
words, inclu ling the addresses to ‘Bengnews. Cal- 
cutta’ (the telegraphic address of the Calcutta news- 
paper, The News of Bengal ), signed ‘Booknews, Luck- 
now' (the telegraphic address of your own shop in 
Lucknow for selling books and newspapers), ordering 
500 copies of the anniversary issue of The \cws of 
Bengal , and offering to pay the price at the end of 
the month What would be the charges if you send 
it at (i) ordinary and (li) express rates ? 

4. (a) Make out an invoice for 1,000 bales of jute 
at Rs 25 per bale c. i f., the whole shipped per 8 S 
Indta by Messrs Ivagarmull & Co . Calcutta, to 
Messrs Hessian & Co , Dundee, each bale numbered 
and marked 


HC 


Insurance effected with The Safety Co„ Ltd 

(6) Draw up the bill of exchange for the above 
transaction, and state what stamp will be necessary. 
Can you use hurdi paper with embo cK ed stamps for 
the bill ’ 

5. Write a short essay on ‘The Post Office and 
its service to Trade' 

6 Explain any four of the following : — Code 
telegram, documentary bill, good will, letter of credit, 
letter of hypothecation, loose-leaf ledger, and promis- 
sory note 

GROUP B 

Answer any two Questions. 

7. Explain the different kinds of insurance of use 
•^o business-men. 
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8 What is the effect of ‘crossing’ a cheque ? In 
what different ways may this be done ? 

9 What are the advantages of a bill of exchange 
to commerce ? Explain clearly what is meant by 
saying that a bill of exchange is a negotiable ins- 
trument 

10 State the name of the countries in which 
any lour of the following currencies are used, and 
their approximate values in terms of rupees dollar, 
franc, guilder, lira, mark and yen 

1938 

[W B — Candidates are required to give their 
Answers in their own words as far as practicable } 
GROUP A 

Answer any four Questions 

1 Draft a suitable advertisement for the post of 
a junior assistant in a mercantile office in such a 
way that all necessary particulars may be obtained 
from the replies to be sent in by applicants 

2 Write an answer to the advertisement men 
tioned in Question 1 

3 Write a short essay on ‘Banks and their ser- 
vices to trade' 

4 Draw up a report discussing the possibilities 
of starting a branch office in a certain town in 
Bengal assuming that you have been sent there 
for inquiry by a i alcutta bank, of which you are an 
employee 

5 Explain clearly any lour of the following — 
<a) petty cash book (6) trunk lines , (c) reconciliation 
statement ( d ) telegraphic transfer , (e) consular 
invoice , (/) allotment letter 

6 State the meanings of any six of the follow 

in g —(a) C A , (fc) C O D , (c) G P 0 (d) Ltd , 

< e ) mm , if) nem con , (q) O K , (A) per pro , < i ) 
ult 
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GROUP B 

Answer any two Questions 

7 Describe bow a current account is opened in 
a bank by a customer and the books supplied by the 
bank to him 

8 Distinguish clearly between a negotiable ins 
trument and a transferable document Give examples 
of each 

9 What are meant by genoral average and *par 
ticular average in connexion with marine insurance? 
Illustrate the difference with examples 

10 Explain the customs formalities in connexion 
with imports into India 

1939 

GROUP A 

Answer any three questions 

1 Write out a short advertisement for the sale 
of a business giving the most essential particulars 
and stating how the other particulars mav be 
obtained 

2 Draft a letter to your supplier complaining 
that the goods received are not according to the 
Bample and claiming compensation 

3 Make out a cheque for Rs 503 10 a 3 p to 
order and cross it specially in the name of the 
Jndtan Central Bank Ltd State how the payee may 
obtain the money 

4 Give specimens of the following — (a) a Bank 
paying in slip for cheques (b) a Debit 2*ote (c) a 
Foreign Bill of Exchange in a set of two 

5 State the appropriate abbreviations for the 
following and give their meanings — (a) cost 
insurance and freight (b) errors and omi«fions 
excepted (c) free from capture and seizure (tf) free 
from particular avetage (e) free on rail 
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6 Explain briefly the meaning of any six of the 
following ~(a) Actuary (6) Consular Invoice (c) 
Director of a Company (d) Goodwill (e) Invoice 
(/) Lessor (p) Letter of Credit (A) Letter of Regret , 
(t) Royalty 0) Stale Cheque (I ) Telegraphic 
Transfer 

GROUP B 


Answer any three questions 
7 What do you mean by a Clearing Bank ? What 
is its importance to trade ? Nama any /iw Clearing 
Banks m Calcutta 


8 Distinguish between — (a) Cumulative and 
non Cumulative Preference Shares (6) a Partnership 
and a Private Limited Company (c) ad valorem and 
specific duties 

9 What prircipal books are generally used in 
mercantile offices ? Wbat are their uses ? 


10 Quote the rates for the following inland 
postal transactions (a| book and pattern packets , 
(6) express telegrams (c) insurance Id) money 
orders (e) ordinary telegrams (/I parcels (g) 
registration 

11 What do you mean by a unit of (n) sale and 
(ft) shipment ? Illustrate your answer with three 
examples of each from the Calcutta market 

12 Name the countries where the following 
currencies are used giving the approximate exchange 
rate quoted >n the daily newspapers in each case — 1 
(a) dollars (6) francs (c) liras (d) marks and 
(e) yens 

1940 


GROUP A 

Answer any /our questions 
1 The Calcutta Sugar Company quoted Rs Id 
12as per maund for 50 maunds of white sugar to be 
BuppUed to the Calcutta Retail Stores a few days ago 
and sent a reminder as no order was received To- 
that reminder draft a suitable reply from the mana 
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•ger of the Calcutta Betail Stores, pointing out that 
a quotation of Rs 10 lOas has been obtained from 
another wholesale supplier of sugar and asking if the 
Calcutta Sugar Company was agreeable to reducing 
the rate accordingly 

2 (a) Draft a telegram from the Calcutta Jute 
Bag Co Ltd to the Karachi Wheat Export Co , Ltd , 
informing that on account of a labour 6trike only 
1,500 wheat bags out of a total order of 3,090 hare 
been despatched to-dav per goods tram and the 
remainder cannot be delivered before July 7 next 
[Code word for the Calcutta Jute Bag Co , Ltd is 
JOOT, and that for the Karachi TCheat Erport Co, 
Ltd is EET ] 

(6) State the charges for the above telegram 

3 A book selling and publishing business is for 
sale as a going concern Draft a suitable adverti'e- 
ro ent, giving some of the necessary particular, and 
stating how the other particulars mav be obtained. 

4 Describe briefly at least six of the services 
rendered by a bank to its customers 

5 Write a short essay on ‘Salesmanship’ 

6 Explain briefly the meaning of any sis of the 
following — 

(a) allotment letter , (6) bill of lading (c) book 
debts , (d) B C T T rate of exchange . (e) drawee , 
(f) journal , [g] loose leaf ledger . «A) treasury bill , 
■10 trunk call 


7 (a) Give a complete specimen of — 

(i) an inland bill of exchange , 

(n) a foreign bill of exchange in a set of three 
(b) State m each case the stamp nece**ary, and 
a!°o whether it i« embossed or adbesire 

8 Explain clearly the meaning of any eight of 
the following abbreviations — 

(a) C A (6)C O D.,(c)F &O E . W) for., 
■<e)GP.O ,(/)Ltd .(g) mm ,(k)nen con , (i) OK , 

ij)R A., (Hull 
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Group b 

Answer any two question® 

9 Distinguish between the Memorandum of 
Association and the Articles of Association of a 
Company Mention some of the important clauses m 
each 

10 Explain the risks which are usually covered 
by Marine Insurance What is the difference between 
general average and particular average ? 

11 What do you mean by a negotiable instru- 
ment ? In wfaat respects does it differ from a 
transferable document ? Give examples of each 

12 State the meaning of the legal doctrine caveat 
emptor. Distinguish between a condition and a 
warranty in a sale of goods 
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Preface 


A corporation or company is the institutional device for large- 
scale organization of energies and resources It is a social and 
economic institution that touches every aspect of our lives today , 
in many ways it is an institutionalized expression of our way of life 
During the last 50 years or so, industry in corporate form has moved 
from the periphery to the very centre of our social and economic 
existence Indeed, it is not inaccurate to say that we live in a 
corporate society The corporation has come to occupy a dominant 
place In a modern society , it leads, moulds, directs and determines 
our perspective , around it crystallize our social problems and to it 
we look for their solution The serious food crisis has led many to 
find a solution in the joint stock form of farming The large corpora- 
tions are the chief agencies of private research We look to them for 
the technical improvements that spark our economic growth They 
are the hope of fund raisers for institutions of higher learning and 
the principal consumers of the products of those institutions Their 
advertising campaigns support newspapers and sponser TV pro- 
grammes They are a leading purveyor of influence and pressure 
on public officials Certain Ministers are said to be in the pay of 
the Birlas who have a ‘grip’ over the Congress Parliamentary Party, 
the administration, and the Ministry of Industry 1 

The corporate sector is thus the vital section of our economic life 
Nearly 27,000 companies in India are primarily responsible for the 
industrial and economic development or the country The credit 
for the introduction of the modern technique of production, large- 
scale operation and fuller utilization of resources goes to them The 
share of companies in the factory output is 92%, in the productive 
capital of factories 91% and in the revenue of the Central Govern- 
ment 50% The share of the corporate sector in the gross fixed 
assets and gross capital stock of large and medium-sized industries 
in the country is 82% of the private sector The corporate sector 
now covers so large an area of the industrial and commercial field 
that the structure and mechanics' of corporate rrrajragcnterrf amf 
finance have become subjects of great practical importance and 
separate sciences in themselves 
l The Economic Tunes, dated 27-5-67 



( «' ) 


The purpose- of the present Mud) n to present an objccin e 
anal) sis of the \anous problems mv oh ed tn the science and art of 
corporate finance W*f have endeavoured t 0 studv as to bow, from 
what varied sources and through what intricate processes the 
reared finanaaf resources tn cash and credit, are obtained and 
canalized in the rnodem corporate enterprise The processes of 
corporate promotion formation organization, etc have also been 
dealt with in brief The chief characteristic and the unlit) of this 
stud\ lies in the fact that «e hair large!} ined to present the Indian 
point of Mew and examined the Indian corporate sector and ns 
practices and problems, bv drawing suitable illustrations from the 
working of our corporate sector To gi\e a correct idea and accurate 
information we ha\e p\m full details in appendices of well known 
historical events of corporate finance and working. 

The book has been designed as a text-book for post-graduate 
students of fntfian Omversttses in corporation finance. There is 
continued emphasis upon relations between the corporation and 
outside interests— investors, the public and the government Concrete- 
ness is given to both practices and under] vine principles bv the use 
of illustrative cases. They serve as guideposls for the area of actmft 
concerned. Thev also impart a sense of reabt\ that mav bridge the 
gap between the quiet class-room and the d>n a mic world of business 
in action. 

We shall welcome suggestions to make the book more useful 


Raja Balwant Singh College 

AGRA 

June, 1967 
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The Corporate Organization 


The terms ‘Company" and ‘Corporation’ are significant in regard 
to the corporate organization The term ‘company’ is derived from 
(he Latin word compams (com = with or together -{-pants thread) and 
refers to an association of persons who took their meals together 
In the past merchants took advantage of festive gatherings to discuss 
business matters In the modern sense ‘company’ is an association 
of individuals formed for some common purpose It is an artificial 
person created by law It signifies so large a number of members 
that it cannot aptly be called a firm or a partnership Lord Justice 
Lindley defines a company as follows “A company is a voluntary 
association or an organization of many persons who contribute money 
or money’s worth to a common stock and employ it in some trade or 
business and who share the profit and loss arising therefrom The 
common stock so contributed is denoted in money and is the capital 
of the company The persons who contribute it or to whom it 
belongs are members of the company The proportion of capital 
which each member is entitled to is his share The shares are of 
fixed value and the whole capital of the company is divided into 
equal number of shares The shares are generally transferable, 
although, under certain circumstances, the right to transfer may be 
restricted 

The word company is commonly used in Great Britain and 
Europe, and the word corporation is popular in the USA The 
term corporation was defined for the first time by Chief Justice 
Marshall in 1819 as follows 

“A corporation is an artificial being, invisible, intangible, and 
existing only in contemplation of law Being the mere creature of 
law, it possesses only those properties which the charter of its creation 
confers upon it, either expressly or as incidental to its very 
existence 

The latest definition is that of the United Slates Supreme Court 
as “an association of individuals united for some common purpose, 
and permitted by law to use a common name and to change its mem- 
bers without dissolution of the association '* 
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Elements of Corporation Finance 


Since it is an artificial person, separate and distinct from those 
who own it, the corporation has the right to perform as a natural 
person all the functions expressed in the provisions of its charter 
granted by the state Hence a corporation can buy sell own, 
manage, mortgage, and dispose of any property both real and per- 
sonal, which it possesses and it may sue and be sued Contrary to 
general opinion, a corporation can be organized for non profit as well 
as for profit purposes 

In the IJSA, a distinction is made between a joint stock 
company and a corporation A joint stock company in the U S A is 
created by a contractual agreement of the organizing parties which is 
not required to be filed It usually provides for a Board of Directors 
and officers to conduct the business and issuance of certificates for 
capital units which may be freely transferred or sold , but the liability 
of each contributor remains unlimited The corporation, on the con 
trary » requires incorporation It requires a special grant of power from 
the state The persons interested must agree upon the general outline 
of powersand relations and create an application in the form of articles 
of incorporation These articles are to be presented to the proper state 
office with the request for a charter In size, a corporation is larger 
than a company The corporation emphasises the legal personality 
of the business unit Blackstone wrote m 1765 that “as ail personal 
rights die with the person it has been found necessary to 
constitute artificial persons, who may maintain a perpetual succession, 
and enjoy a kind of legal immortality called bodies politic, bodies 
corporate or corporations ’ 

Evolution of the corporation — History of evolution of the 
corporation is the history of the evolution of the big business Two 
centuries ago economic activity was largely a hand process operation 
earned out tn individually owned businesses , today the activity is 
dominated by the operation of complex mechanical integrations using 
steam, electric or oil power under the control ard ownership of corpo 
rations In the days of small business one began with a few hundred 
rupees of one s own capital, or with an equally modest amount of 
capital contributed jointly by friends and acquaintances who became 
partners Today a business is often begun by incorporation 1 , it may 
obtain crores of rupees of capital by selling shares and debentures to 
an investment banking house or other finanaal institution, which, »n 
turn, resells ties i lo any stranger Jn modern business the corpora 
tion is the most important legal form of ownership m terms of wealth, 
number of employees and total income 

While the corporation may not be the cause of the increased 
scale of production, there can be no doubt about the mutual 
dependence of large scale production and the evolution of the corpo- 
ration The history of the corporation as a business unit begins with 


* To ‘incorporate* means to form into a body to combine elements previously 
separate and apart , each body behaves differently and has different attributes 
than would us unassociated parts. Furthermore ibe parts ibemsrhrs will 
behave differently after they arc associated than they would if left independent 



The Corporate Organization 3 

the history of the joint stock company There are interesting 
analogies between both and their earlier counterparts, the guilds, 
crafts, boroughs and manors Early Rome, medieval England, or 
colonial America had their business units, some of which possessed 
considerable corporateness 

Being a gregarious animat, man prefers to make his living and 
live his life in groups To them, real and important as they seem to 
him, he attributes personality, oneness and corporateness The 
family, the tribe and the clan, the town and the nation, the club, 
union, community, church — all become entities once they arc taken 
seriously Greek cities, Roman towns, medieval monasteries, 
boroughs, craft and merchant guilds, were all social, economic, poli- 
tical or religious units to which their contemporaries attributed 
‘corporate’ personality Each had rights, powers and duties pecu- 
liarly its own Sometimes these bodies were granted privileges by 
the state or church and sometimes they appropriated the privileges 
first and obtained the sanction of authority afterwards 

The device of institutional immortality was known to the guilds 
several centuries before transferable shares were invented The 
concept of perpetual succession, the right to hold property, the use 
of common seal, management through elected officers, the provision of 
annual audits— all these were clearly corporate in their nature, serving 
to mutualize the interests of guildsmen They forecast the modern 
corporation These were the attempts of men to vest their economic 
enterprises with corporateness, to gain power by uniting, to acquire 
the character of sovereignty 1 It may be remembered that these 
guilds were incorporation of producers, traders, merchants, profes- 
sionals, etc Later the villages, the churches, and the municipalities 
utilized the principles of the corporation to secure the permanence and 
individuality which were more or less essential to the complete 
exploitation of their shares 

The opening of the Western Hemisphere late in the 15th century 
made possible an extension and development of the known world 
scarcely imagined before that time Trading vessels opened a trade 
reservoir and a market outlet almost beyond comprehension There 
was a large amount of capital being created , yet there were few 
opportunities, especially for the great middle classes, to employ it 
A lawyer, a physician, a retired merchant, who had saved some thou 
sands and who wished to place them safely and profitably, was often 
greatly embarrassed 1 An institution which could meet some of 


1 A J3ih century merchant guild forcing non-member* lo trade only in full 
publicity , a 15th century craft guild in the act of regulating price and quality , 
twgesses xsrexMei) diving ibe J4tb century, to pass codes regulating the 
activity of foreign merchants , the Russian Company (first of the joint stock 
companies in England, 1353) requesting a Charter that v.ould grant it sole 
trading rights with Russia— are the well known examples. 

* In 1850s England was swept with a wave of concern for the small investor 
How might the savings of the middle and labouring classes be conserved and 
yet kept free of the potential penalties of unlimited liability 1 The Jaws of 
partnership interfered 
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these needs was found m the corporation or the joint stock 
compan) 

The joint stock companv is the product of Great Britain The 
first joint stock company formed there was the Russian Companv 
formed in 1553 with the object of sole trading rights with Russia. 
The famous East India Compam was formed in 1600 the New Riser 
Compan) a few )ears later , the Hudson s Ba\ Compam in 1670, 
and the Bank of England m 1694 In those davs such companies were 
incorporated either bv special Act of Parliament or b\ Rojal Charter , 
but there existed also a number of bodies such as would now be 
called ‘Companies’, carrjing on important business (e g. bankinz 
and insurance), which were not incorporated and in the e>e of tbe 
law were onlv private partnerships The law did not new such 
bodies with favour, and it was not till 1844 that companies could 
obtain incorporation otherwise than b\ Special Act or Roval 
Charter 

The railroad era is known as the second stage in the develojv 
ment of the corporation when the principle of incorporation was 
widelv used in general business and transportation Practicalh 
speaking no railroads were constructed and operated except under 
the corporate form of business organization In America the railroad 
occupied the ver> centre of financial problems 

The last stage in the development of the corporation is said to 
have begun after 1850 when the principle of limited liabiht) was 
adopted and reforms and refinements took place After the Civil War 
in the U S A , the corporation received both political and economic 
encouragement The corporate organization acquired an important 
place in those lines of businesses where large scale production was the 
rule As business emerged from the panic of 1873 ventures that 
had been partnerships or proprietorships reorganized themselves 
under the corporate form. The corporation was favoured because it 
permitted the raising of large amount of capital with less risk to both 
the saver and the promoter as well as a centralization of managerial 
control. Now the corporation has becomt the most important form 
of business organization in the U S.A. and elsewhere The number of 
partnerships in the U S A. was at its peak in 1924, but thereafter the 
corporations outnumbered them. The increased use oflabour-savina 
machmerv, the tendency to integrate business activities under a 
central ownership, the trend towards large-scale enterprises and the 
advantages of assembling large sums of capital under the control of a 
single management are factors that have helped to ir crease the 
populantv of the corporation as a form of ownership There is even 
a growing trend towards the use of the corporation in small business 
because of the advantages not found in the partnership or individual 
proprietorship 

The chief advantages of the corporation over proprietor and 
partnership concerns maj be discussed bnefiv These advantages 
have made corporate form of business as the most popular tvpe of 

organization these dav s 
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(1) Limited liability— Liability is usually limited to the amount 
of shares or stock issued 

(2) Continuity of existence — Change of ownership through the 
transfer of shares or stock has no effect on the existence of the 
corporate form 

(3) Continuity of management — Change of ownership through 
the transfer of shares or stock need not affect management 

(4) Skill and flexibility of management— The management of 
the corporation is placed in the hands of a Board of Directors The 
wisest and most skilful directors may be chosen Their investment 
in the corporation need not be large 

(5) Acquisition of new capital — A successful corporation may 
seek as much capital as it needs Investors have greater confidence 
in the securities of a corporation than in those of other forms of 
business The corporation has succeeded in winning more capital 
from the saver than any other form of the business unit It has won 
the investor by offering him ownership with less liability 

(6) Personnel advantages— The corporation can offer more 
opportunity to the efficient and ambitious employee, and thus secure 
top flight personnel Opportunity to secure share or stock m the 
corporation is an incentive to effort 

(7) Limitation of power to bind— Any one partner can bind all 
his partners, perhaps disastrously Power to bind the corporation is 
limited to designated directors, officers and agents 

(8) Control of minorities — While minorities have adequate 
representation, dissident minorities are usually not as difficult to 
manage as they are in partnerships 

(9) Ti (infer of interests — Interest in the enterprise, evidenced 
by shares or stock, is readily transferable Corporate shares provide a 
means of investment that can be transferred to heirs with comparative 
ease A partner’s heir cannot succeed to his status as a partner 
without the consent of the other partners 

Thus, since the Industrial Revolution the proprietory concerns 
and the partnership firms have more and more been replaced by the 
joint stock form of industrial organization The latter connotes a large 
size with regard to capital, employment, operation, organization and 
management as compared with the proprietory and partnership 
industrial concerns It also presupposes more and more use of 
machinery scientific devices and technological methods As a conse- 
quence the corporate form of organization today is responsible for 
the largest share of the world’s industrial production trade, trans- 
port and other economic activity It has completely transformed the 
economic life of India Nearly 26,000 joint stock companies in India 
are primarily responsible for the industrial and economic development 
of the country on modern lines As one observer has put it, they 
virtually legislate the standard of living of the people , they represent 
economic democracy in action and provide useful countervailing force 
in society without which no democracy can survive 
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In the U S A (in 1947) 49° 0 of all manufacturing establish- 
ments were organized as corporations, 29% as proprietorships, 21% 
as partnerships and 1° 0 in other forms Corporations also emplov- 
ed 89% of all the products e workers and produced 92% of the total 
\alue of product in the manufacturing field In merchandising, the 
corporation also dominates the wholesale division where 50% of the 
number of wholesale establishments are corporations and thev enjov 
76% of the total sales and emplov 77 % of the emplovees 


Importance of Corporate Activity, by Branches of 
Industry in the U.S A. 1 



Industry 

Percentage of 
National Income 
in 1937 

Percentage of Business 
done b) Corporations 
( 1929 37) 

1 

Agriculture 

8 9 

7 

2 

Mining 

2 1 

96 

3 

Electric light and power 



and manufactured gas 

1 6 

100 

4 

Manufacturing 

24 0 

92 

5 

Contract construction 

2 1 

60 

6 

Transportation 

73 

89 

7 

Communication 

1 3 

100 

8 

Trade 

125 

58 

9 

Finance 

93 

84 

10 

Gov eminent 

13 5 

58 

II 

Service 

II 9 

30 

12 

Miscellaneous 

42 

33 


Among the twelve groups of activities listed in the table above, 
in only three groups (agriculture, ser\ice and miscellaneous) do 
unincorporate enterprises perform the major part of the business 
done In all others the corporate enterprise predominate» These 
three industrial groups accounted for 25 per cent of the national 
income produced in 1937 In six industries, originating about 45 per 
cent of the national income in 1937, corporations accounted for 
80 per cent or more of the business done In the manufacturing 
group, which alone accounts for about one fourth of the national 
income, 92 per cent of the business was done by corporations 

A joint stock company, better known in the USA as the 
corporation, is an association of persons organized into an autono- 
mous legal unit with a distinct legal personahtv that enables it to cam 
on business, own property and contract debts through its agents and 
officers It signifies so large a number of members that it cannot 
aptly be called a firm or a partnership 

The most striking characteristics which distinguish a corpora- 
tion from other forms of business enterprises are 


i Rob-rl Aaron Gordon Business Leadership vs Large Ccrporat arts 1945 
P »3 
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(1) Legal personality — The most peculiar characteristic of a 
corporation is its artificial personality It is something more than a 
mere form or way of doing business It is a child of the state and 
possesses a legal personality which enables it, through its agents or 
representatives, to do many of the things that a natural person does 
It is a person almost like a human being As such it is capable of 
owning property, incurring debts, borrowing money, having a 
banking account, employing people, entering into contracts and 
suing and being sued in the same manner as an individual The 
people who organize a company are not the company itself but are 
its owners But they can also be its creditors at the same time since 
it has a separate legal entity A shareholder cannot be held liabte 
for the acts of the company even if he holds virtually the entire share 
capital A shareholder is also not an agent of the company and so 
he cannot bind it by his acts The property acquired by the company 
does not belong to the owners of the company, but to the company 
itself 

(2) Limited liability— A member of a company is liable to 
make good the loss of the company only to the extent of his share 
If some amount is uncalled upon a share he is liable to pay it but not 
beyond that The creditors of a company can obtain satisfaction 
for their claims only out of such property as the company may own 
Property of a proprietor or a partner, on the other hand, may at any 
time be levied upon regardless of whether it is among the bustness 
assets or the owner’s personal assets 

(3) Ease of transferring ownership interests— In the partner- 
ship, ease of transfer does not exist, partly because it would permit 
the injury to creditors through the sale of ownership from strong 
to weak hands after a granting of credit, and partly because of the 
possible injury to the remaining partners should one of their number 
relinquish his interest and place in the hands of a person who is 
financially weak, incompetent or dishonest The owner of a share 
in a corporation may, however, transfer his interest whenever and to 
whomsoever he pleases The shares of a member of a company are 
termed as a movable property which is freely transferable in the 
manner provided for in the articles of the company They can 
either be directly transferred to other interested persons or can be 
marketed through the organized stock exchanges No consent of 
other members is needed for this transfer The owner of a sole pro- 
prietorship can transfer his interest, subject to the claims of existing 
creditors against him but there is the difficulty of finding persons 
who have large enough cash to make the purchase In contrast, the 
owner of a company’s shares can offer an investment divided into units 
erf oonnement size aw? pettstisaf buyers need assume no respoosftvljSy 
for operation 

(4) Permanence of organization— The individual proprietory 
business begins and ends at the will of the owner, save of course that 
it must end with his death Partnership as a personal relationship 
among a group of men begun by their mutual agreement is brought 
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to an end by the death, withdrawal, bankruptcy or legal disability of 
any single partner His interest cannot be transferred to another 
by gift or by will But incorporation into a company offers relief 
from the dangers of dissolution which may lead to the liquidation of 
the business The life of a corapanv is not dependent upon the hies 
and activities of us members and therefore the duration of its business 
is not afTected by their misfortunes E\er\ original member mav die, 
every original member may become mdividuallv insolvent, everv 
original member may withdraw from the company and vet the life of 
the company will continue The life of a company is perpetual or 
definite by the terms of its charter In an \ case it has a long life 
Some of the stales in the United States limit the maximum life period 
of companies which varies from 20 to 100 years As a result of long 
or perpetual existence the company can enter into contracts extending 
over many years It can undertake programmes of construction 
requiring as much as a quarter of a century for their completion. 
It can olfer to the investor a permanent and safe resting place for his 
income earning funds 

(5) Special taxes— The company has to pay a price for the 
advantages of us creation by the state in the form of special taxes 
levied against it, whereas the sole proprietorship and the partnership 
enjoy freedom from taxes levied on the form of organization as such 
The company has to pa\ an incorporation tax based on the amount 
of authorized capital, tax on ret income and profits 

(6) Expense and difficult) of starting— The s-olc proprietor has 
no problem or expense in starting his business which can be attributed 
to the form of organization He begins business without formahtv 
The partnership is similarly an informal type of organization and m3\ 
legal] v exist without any written contract among members The 
creation, however, of a corporation gives nse to much expense and 
effort The formalities involved, the legal expenses and the fees and 
taxes incurred are the sort or barriers which give nse to difficult 
questions. 

(7) Goiemment regulation — While the businesses of particular 
proprietorships or partnerships may be regulated because of their 
nature, neither form of organization is regulated perse The company 
is a ‘person’ created by law and is identified with ‘big business', it 
attracts special legislation which is often burdensome The Indian 
Companies Act is one of the largest and most complicated legislations 
of the world The provisions of the Act require companies to sub- 
mit certain returns and reports and affect their working in mam 
other ways 

(8) Limitation of action — A company cannot go beyond the 
powers of its charter— the memorandum of association Its action 
is therefore limited In order to enable it to carry out its actions 
without much restrictions and limitations, m most cases, sufficient 
powers are taken in the memorandum of association But once the 
powers have been laid down, it canrot go beyond unless the memo- 
randum is itself altered. 
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Type of companies — According to the mode of incorporation 
there are three type of companies (i) chartered companies, 
(») statutory companies, and (m) registered companies Chartered 
companies are the oldest and the earliest of all companies They were 
incorporated in England before the second half of the 19th century, 
viz, the East India Company (1600), the Hudson's Bay Company 
(1670), the Bank of England (1694), the Peninsular and Oriental 
Steam Navigation Company (1840) These were incorporated under 
a special charter granted by the king or the sovereign Such a 
company incorporated by a Royal Charter has very wide powers Its 
powers are circumscribed by the directions contained in the charter 
Statutory companies are incorporated by a special Act of the state 
legislature or the Parliament These companies are formed for the 
purpose of carrjing on some business of national importance A 
statutory company is governed by the terms of its special Act It is 
a limited liability concern, but is not required to use the word 
‘Limited’ as part of its name Well known statutory companies in 
India are the Reserve Bank of India, the State Bank of India, the 
Industrial Finance Corporation, State Industrial Finance Corpora- 
tions, the Damodar Valley Corporation Registered companies arc by 
far the largest class of companies and most popular in India and 
elsewhere They arc incorporated under the Companies Act Barring 
the statutory companies all other companies in existence in India have 
been formed m this way by registration under the Indian Companies 
Act Certain companies, though registered under the Companies 
Act, are governed in many important operative matters by the provi- 
sions of special enactments, e g , banking, insurance and electricity 
supply companies The special Acts applicable to these companies 
are the Insurance Act of 1938, the Electricity Supply Act of 1948, 
and the Banking Companies Act of 1949 

Kinds of registered companies— The Indian Companies 
Act provides for the registration of three kinds of companies 
(a) companies limited by shares, (b) companies limited by guarantee, 
and (c) unlimited companies A company in the first two categories 
may be either a private company or a public company 

(a) Limned companies— Companies limited by shares are 
popularly known as limited companies because the liability of their 
members is limited by the nominal or face value of shares held by 
them They are also termed as joint stock companies and are defined 
as “having a permanent paid up or nominal share capital of fixed 
amount divided into shares, also of fixed amount, or held and 
transferable as stock, or divided and held partly in the one way and 
partly in the other, and formed on the principle of having for its 
members the holders of these shares or that stock, and no other 
persons ’’ Thus, these companies must have share capital of a 
permanent nature and can admit as members only persons who hold 
their shares and not others In the case of these companies share 
capital is compulsory since the magnitude of a member s liability is 
determined by the face value of shares held by him They provide a 
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special attraction to the investor since the liability of a member, in the 
event of the company being wound up, is limited to the extent of the 
amount that remains unpaid on such shares The liability does not 
fluctuate, but is always equivalent to the amount which, for the time 
being, remains unpaid whether from the original shareholder or the 
transferee of such shares, as the case may be The person who 
invests monev in such a company as a shareholder Knows exactly 
beforehand the amount of the risk involved in the investment and the 
maximum limit of his liability 

(b) Guarantee companies — The liability of the member of a 
guarantee company is limited to the amount he undertakes to 
contribute to the assets of the company in the event of its being 
wound up The guaranteed amount is mentioned in the Memorandum 
of Association Each member guarantees to pay the fixed amount 
but is not required to pay until the company is wound up, J e , it is 
not enforceable during the lifetime of the companv Such companies 
are generally formed for non trading purposes, e g , charitable 
activities, and for the promotion of art, science, sport, etc The 
chambers of commerce and trade associations and sports clubs are 
usually guarantee concerns The object of such companies is not 
to make profit and distribute dividend, but to render service to the 
community Such companies mav or may not have share capital 
In the former case, each member is also liable for any amount 
remaining unpaid on his shares 

(c) Unlimited companies— Such companies are rare these davs 
They are little more than an ordinary partnership, each member 
being liable for the debts of the company to the last paisa Unlimited 
liability is co extensive with the debts of the company and is enforce- 
able only at the time of the winding up of the company 

Private companies — A company limited by shares or by 
guarantee may either be a private company or a public company A 
‘private company' is one which by its articles restricts the right to 
transfer its shares limits the number of its members (excluding 
present and past employees) to fifty, and prohibits any invitation to 

the public to subscribe for shares or debentures of the company 

Public companies — A company which by its articles does not 
provide for the restrictions so as to make it a private company, is 
termed as public company Usually the number of members of a 
public company is very large and there is no maximum limit to 
membership 

For a limited liability company the number of members should 
not fall below two in the case of a private companv and not below 
seven in the case of a public company 

Government companies — A Government company is a new 
term and indicates Government’s slake in a company A companv in 
which not less than 51% of the paid-up share capital is held by the 
Central Gov ernment or by any State Gov eminent or Gov emmenls or 
partly by the Central Gov ernment and partly by one or more State 
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Governments, is termed as a Government company and includes a 
company which is a subsidiary of a Government company 

Foreign companies— On the basis of nationality, companies 
may be Indian or foreign Foreign companies are those incorporated 
outside India but have a place of business in India A company, the 
registered office whereof is in Burma, Aden or Pakistan and which 
immediately before the separation of that country from India was 
a company as defined in the Act is a foreign company These com- 
panies have to comply with some of the provisions of the Indian 
Companies Act 

Holding companies— Holding company and subsidiary com- 
pany are relative terms A holding company is one which (a) controls 
the composition of the Board of Directors, or (b) holds more than 
half the nominal value of the equity share capital of another com- 
pany If company A is entitled to appoint 4 out of 7 directors in 
company B or holds a majority of nominal value of the equity 
share capital m company B then company A is the holding company 
of B 

Subsidiary companies— A company under the influence of a 
holding company is termed ns its subsidiary If company A is 
entitled to appoint 4 directors out of 7 m company B or holds 
more than 50% of the equity share capital then company B is a sub- 
sidiary of company A If company A is the holding company of B 
and B is the holding company of C, then both the companies B and 
C are subsidiaries of A 

One-man companies— The provisions of the Companies Act 
have sometimes been so used as to enable even a single individual 
to trade with limited liability and the term one man company is 
often colloquially used to denote a company (usually private) in 
which substantially the whole of the shares are held by one 
person There are, of course, a few other members holding one 
or two shares each as to comply with the requirements of the Act, 
but they are usually nominees, friends, family members or relatives 
of the principal shareholder who is the virtual owner of the business 
Most of the Government companies registered as private companies 
are of this type since the entire shares are held in the name of the 
President of India and a few shares are held in the name of some 
official of the department of the Government The formation of 
such companies is fully legal and such companies have a corporate 
existence 

Formation of companies— A company is a large organization 
and requires large-scale and arduous efforts at the time of its forma- 
tion From the time of the conception of the idea to the time of 
actual functioning of the corporation, a lengthy process is involved, 
spread over a long period of decades sometimes The process of 
formation of a company is divided into three distinct stages (I) the 
promotion stage, (2) the registration or incorporation stage, and 
(3) the commencement of business 

(1) Promotion — This is the stage in which the idea of forming 
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a companv is conceded either bv a person or b\ a group of persons 
who are called promoters These promoters are experts in the line 
and have ample experience of company formation After conceiving 
the idea, thev have to work it up with the help of their own resources 
and skill In matters of detail respecting procedure and prospects 
thev have to seek the assistance of several experts like solicitors, 
lawyers, engineers, accountants auditors etc 

The idea conceived of mav be embodied in an invention, a 
process of manufacture a method of merchandising a form of orga- 
nization a plan of financing or a combination of tv.o or more devices 
The promoters need not themselves be the discoverers of the idea, 
the> mav simplv find out its commercial possibilities A compam 
may be formed either for taking over an existing proprietors concern, 
a partnership firm or an existing compan> or for starting an altogether 
new business In the former case the promoters have to negotiate 
with the vendors with a view to settle terms and enter into prelimmarv 
contracts for the purchase of assets The preliminary contracts 
contain the detailed description of the propertv and assets, their 
purchase price settled mode of pavment, etc If, on the other band, a 
companv is formed to start an altogether new business, development 
of the proposition is essential 

After the idea has been properlv developed, another important 
step is to prepare the Memorandum of Association and the Articles 
of Association of the proposed companv The Memorandum defines 
the objects and determines the status of the company and the Articles 
lay down the rules and regulations for the management of the company 
and for carry ing into effect the objects as laid down in the Memo- 
randum After being drafted these documents have to be printed 

The promoters thereafter find out persons who will join hands 
with them in the formation of the company At least seven persons 
are needed to form a public limited companv and two to form a 
private companv The persons who so agree to join hands, have to 
sign the Memorandum and the Articles 

Before 1956, much of the work of companv promotion was done 
bv managing agents, but since the coming into force of the Companies 
Act, 1956, the managing agencv svstem has declined considerabl' 
The National Industrial Development Corporation set up bv the 
Government of India in 1954 has taken up the work of compan' 
promotion, to a limited extent particularh in the field of the basic 
and heavy industries in the public sector The Government itself, in 
collaboration with foreign experts, does a good deal of work in 
regard to the floatation of new industrial concerns In foreign 
countries there are special agencies to do the work of companv 
promotion 

The chief functions of a promoter are 

(i) To conceive the idea of forming a companv and to explore 
its possibilities 

(u) To conduct the necessary negotiations in connection with 
the purchase of a private business, if any, which is to be taken over 
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by the company, and to enter into provisional agreements with the 
vendors 

(in) To obtain reports on the business to be purchased if any, 
from professional experts such as accountants and valuers 

(iv) To get together the number of persons who will sisn the 
Memorandum and the Articles and will act as directors 

(v) To settle the name, the registered office and objects of the 
company, the amount and form of its capital, and to enter into under- 
writing contract if necessary 

(vi) To select bankers, brokers auditors, legal advisers etc 
(vn) To have the Memorandum and the Articles drafted and 

printed 

(vui) To undertake the registration of the company including 
the payment of fees payable before registration and to obtain the certi- 
ficate of incorporation 

(ix) To arrange for preliminary contracts vvith vendors, under- 
writers and managing agents, if any 

(x) To make arrangements for the preparation of the pros- 
pectus, its filing and advertisement 

(xi) To make arrangements for the issue of capital 
(xn) To defray preliminary expenses. 

(2) Registration or incorporation— h is regjstration that brings 
a company into existence A company is properly constituted only 
when it is duly registered under the Companies Act and the Certi- 
ficate of Incorporation is obtained from the Registrar of Joint Stock 
Companies For the purpose of registration of the company the 
promoters have to take the following steps 

(i) Sanction for capital issues — Under the present regulations 
relating to capital issues, it is permissible for companies to issue 
capital up to Rs 25 lakhs without the consent or the Central Govern- 
ment But for issues of capital in excess of this limit, an application 
for sanction has to be made under the Capital Issues (Continuance 
of Control) Act, 1947. in quintuphcate, to the Controller of Capital 
Issues, Ministry of Finance, Department of Economic Affairs, Govern- 
ment of India, New Delhi, accompanied by a treasury receipt for 
Rs 50 as fee and a copy of the draft prospectus. 

fu) Licence under Industries ( Deteiopnienl of Regulation) Act, 
1951 — Where the capital proposed to be issued is in respect of an 
industrial undertaking for which a licence has to be obtained under the 
Industries (Development and Regulation) Act, 1 95 ), a n application 
for licence has to be made simultaneously on a prescribed form to the 
Secretary, Ministry of Industry, Government of India, New Delhi 
( 111 ) A sathbihty of name ascertained — The promoters should 
ascertain from the Registrar of Joint Stock Companies that the 
proposed name of the company is available for registration other- 
wise the work of registration will be delayed ar\d difficulties may 
arise 
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(iv) Filing of doc aments — After all the preliminaries have 
been settled finallv the promoter* send an application to the Registrar 
of Joint Stock Companies of the State where the registered office of 
the companv is to situate The application is to be accompani'-d bv 
the following documents 

(1) Memorandum of Association 

(2) Articles of Association 

(3) List of persons who have consented to become directors 

(4) \\ ntten consent of directors to act as such 

(5) Directors undertaking to take up and pas for qualification 
shares 

(6) Agreement, if an\ with Managing Agents or Secretaries 
and Treasurers 

(7) Statutorv declaration b\ an advocate of the Supreme Court 
or a High Court or bv an attornev or a responsible officer 
of the companv that all requirements of the Companies 
Act 1956 and the rules thereunder have been complied 
with in respect of registration and other matters pertaining 
thereto 

<8) It is also customan to file the notice of the registered 
office of the companv, though it mav be filed within 28 
da%s after the date of incorporation- 

Along with the above documents, the necessan stamp dutv. 
registration fees, and the filing fees have to be paid. The Registrar will 
receive these documents and will grant a receipt for the fees paid. 
The dutj of the Registrar on receiving these documents is to examine 
them to see whether the statutorv requirements have been complied 
with The statutorv requirements to be observed are 

(1) That the Memorandum is signed bv the requisite number 
of persons. 

(2) That the proposed company is formed for a lawful 
purpose 

(3) That the Memorandum and Articles do not infringe the 

provisions of the Companies Act * 

(4) That the name is not prohibited, or is not the same as that 
of an existing companv, or so nearly resembling it as to be 
calculated to deceive 

The Registrar WjJ] also scrutinize Ihe statutorv declaration If 
he is satisfied that all the requirements have been complied with bv 
the companv and that it is authorized to be registered und-r the 
Companies Act, he will retain and register the Memorandum, the 
Articles, if an>, and the agreement etc He will then issue a certificate 
known as the ‘Certificate of Incorporation* certifying under his hard 
that the companv is incorporated and in the case of a limited 
companv that the companj is limited 

(3) Commencement of business — A private companv can com- 
mence business and. if so authorized, exercise borrowinc powers as 
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soon as it is incorporated, but other companies having share capital 
cannot do so A public company even though incorporated cannot 
begin its business unless it obtains the ‘certificate to commence 
business’ For the purpose the following steps have to be taken 

(0 Raisingof capital — After incorporation of a public companv 
a copy of the prospectus is filed with the Registrar of Companies and 
it will be issued to the public inviting applications for shares The 
intending investors can get the prospectus and the application form 
free of charge from the company s bankers or from its registered 
office They submit the applications for shares along with the 
necessary money to the company’s bankers The bankers collect the 
applications and forward them to the company The directors, after 
the minimum subscription is received, proceed to allot shares to the 
applicants and issue share certificates in due course 

(n) Filing certain documents — The company will file the follow- 
ing documents with the Registrar 

(a) Prospectus or statement in lieu of prospectus 

(b) Notice of the situation of the registered office if not 
already filed 

(c) Declaration by the company that minimum subscription 
has been collected 

(d) Declaration by the company that the directors have taken 
up and paid for their qualification shares 

(c) Declaration by the Secretary or a Director that all the legal 
requirements precedent to the commencement of business 
have been complied with 

On receipt of the above documents, the Registrar will satisfy 
himself about the fulfilment of the formalities and then will allow the 
company to begin business by issuing the certificate for the com 
mencement of business After this, the company can start opera- 
tions 

Company Management 

The shareholders of a company are collectively the owners of 
the company, but it is only indirectly that they may consider them- 
selves as the owner of what the company owns The legal title to 
the assets of the company, in other words, is vested in the company 
as a separate legal entity As long as the company exists, its owners 
may not take title to its property Each shareholder, however, 
owns a portion of the company, represented by the number and 
kind of shares which he holds It follows therefore that shareholders 
have the functional right to manage the affairs of the company 
The actual right to control and manage the affairs of a company vests 
in the directors There are several reasons for the separation of 
management of a company from its ownership Firstly, the number 
of shareholders of a company is ^generally very large, sometimes 
running over thousands Secondly, they are scattered over a very 
wide area since many companies have international membership 
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Thirdly, the shares of a company are freely transferable and every 
transfer of shares involves a change in the membership of the 
company Consequently it is impracticable and undesirable to 
entrust the management of a company to such an ever-changing 
bod> of persons, as e\er> change is likely to effect a change in the 
policy of management Lastly the complexity of modern business 
requires separation of management from ownership since onh experts 
arc expected to manage the affairs of a large and complex business 
and shareholders are not expected to possess such knowledge 

On the analog) of the representa me form of government, the 
management of a companv \ests in a bods of elected representatives 
known as directors The directors as a bod) are termed as the 
Board of Directors or simpl) the Board Hence the law requires 
that every Company should ha\e directors to manage its affairs 
The Board is the ultimate executive authorit) of a company 

In the earl) stage of development of the concept of limited 
companies, it was considered that the general meeting was the corn- 
pan) in its bodv corporate whereas the directors were merel) agents 
subject to the control of the company in general meeting. But this 
concept gradual!) changed and the doctrine that the directors alore 
could manage the affairs of the company gained ground It was 
realized that the control and regulation bv the general meeting of 
shareholders, which elected the directors, could only be confined 
to matters speciall) reserved for the authority of the general meeting 
in terms of the articles A company now ts entirely a separate entitv 
distinct from its shareholders and its directors 

The directors, being generally part-timers, are not expected to 
be present at all times at the office of the company The need 
therefore arises for other persons to look to the day-to-day manage- 
ment of the affairs of the company Thus, the management of a com- 
panv consists of* (1) the Directors, (2) the Managing Director, 
(3) the Managing Agent, or the Secretaries and Treasurers, (4) the 
Manager, (5) the Secretary (6) the Legal Adviser, and (7) the 
Auditor All the agencies work under the control and direction of 
the Board and are subordinate agencies of management 

Prior to 1956 by far the most important agency of companv 
management in India was the managing agents, but since the adop- 
tion of the policy of their gradual elimination under the Companies 
Act, 1956, there has been a considerable decline in the popularity of 
management by managing agents Now the companies formed in 
recent years have preferred the Board of Directors to manage their 
affairs The other agencies of management adopted by the com- 
panies, in order of importance, are Managing Directors, Managers 
and Secretaries and Treasurers The Secretaries and Treasurers and 
Managers plav a minor role as yet in the management of the 
companies The position occupied by various agencies of manage- 
ment in the management of companies is shown in the following 
table 
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Form of management adopted by new companies 


Form of management 

J 960-61 

No % of 
INO the total 

1961-62 | 1962 63 

XT- % of x , °o of 

the total' ° the total 

1 Directors 

1062 . 

1063 

1072 


2 Managing Directors 

596 | 

515 

388 


3 Managing Agents 

2! 1 

29 

1 34 

! 

4 Managers 

3 . 

4 

1 


5 Secretaries and 

1 




Treasurers 

1 1 

3 j 

2 ' 


Total 

1683 i 

1614 

| 1497 j 



Directors 

Definition — Under Section 2(1 3) of the Companies Act, “the 
term ‘directors’ includes any person occupying the position of director, 
by whatever name called Director is one of the officers of the 
company Section 307 (10) (a) further holds that any person in 
accordance with whose directions or instructions the Board of Directors 
of a company is accustomed to act, shall be deemed to be a director 
of the company ” 

The directors stand in a fiduciary position in relation to the 
company they manage Thejr position resembles in some respects 
that of trustees, in some respects that of agents, and in other respects 
that of the managing partners 

Number of directors— A company may have any number of 
directors according to the provision in its articles, but a private com- 
pany must have a minimum of two and a public company at least 
three directors A company may increase or reduce the number of 
directors by altering the articles, but for increasing the number 
beyond the maximum fixed in the articles, approval of the Central 
Government is necessary Within the maximum number fixed in 
the articles, the directors can appoint additional directors who retire 
at the succeeding annual general meeting of the company 

No person can be a director in more than twenty companies 
at a time, but in computing this number of twenty the directorship 
of a non-subsidiary private company, an unlimited company, a non 
profit association and an alternate directorship of any company is 
excluded 

Appointment of directors — The first directors of a company are 
usually named in the articles If the articles do not name them, the 
subscribers of the memorandum or a majority of them may appoint 
the directors, failing which subscribers themselves are deemed to be 
the first directors of the company 

The first directors hold office only till the first annual general 
meeting of the company is held At the first annual general meeting 
and subsequently every year the directors are appointed by the 
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company in general meeting In the case of public companies and 
their subsidiaries, at least one-thirds of the directors retire every 
year b> rotation at the annual general meeting of the company and 
arc replaced b> new ones 

The board is empov ered to appoint additional directors alter- 
nate directors (in place of a person leading for more than 3 months 
the state where meetings of the Board are generally held) and to fill 
in any casual \acancies occurring bv resignation death or insolvencv 

Sometimes the managing agents are abo authorized to appoint 
directors bv means of a provision in the articles This power 
however is limited to one director if the total number does not 
exceed five, and to two if the total number exceeds five A complaint 
having been lodged with the Centra] Government that the affairs 
of a companv are being conducted oppressively or in a manner 
prejudicial to the interests of the company itself the Central Govern- 
ment can appoint a maximum of two directors 

No minimum qualifications are prescribed for the appointment 
of directors, but the articles of companies require the directors to 
hold a few qualification shares At least one share must be held by 
a director which ma> be acquired bv him within two months of his 
appointment In no case the nominal value of qualification share or 
shares should exceed Rs 5,000 

Duties of directors— A company being an artificial person, can 
operate only through a human agency and directors are such an 
agency Important duties of the directors are 0) to cam on 
the day to-dav business of the companv efncently. (u) to enter 
into contracts for and on behalf of the company, (in) to look 
after the property and assets of the company, (n) to see to the proper 
investment of its funds, (v) to manage the affairs of the compam 
well The directors must discharge these duties honestly and dili- 
gently The Companies Act requires the directors to perform certain 
specific duties regarding filing of certain documents and returns 
convening of meetings, etc 

Powers of directors — The Board of Directors is entitled to 
exercise all such powers and to do all such acts and things as the 
company is authorized to do, except those specifically reserved for 
the company m general meeting (of shareholders) The Board is also 
responsible to supervise and coiiml )be war! nf Abe officers of the 
company, viz., manager, managing agents, secretaries and treasurers 
etc Apart from these general powers of management and control, 
specific powers have been conferred on the Board of Directors bv 
the Companies Act The Act not only prescribes the nature and 
extent of such powers, but also specifies the manner m which these 
powers mav be exercised As a rule, the directors cannot thinly 
without a meeting and the company is entitled to the ‘combined 
wisdom’ of the directors in a meeting They are responsible as a 
bodv to the shareholders These powers are (i) to make calls, 
(u) to issue debentures, (in) to borrow money, (iy) to invest the 
funds of the companv, (v) to make loans, (%i) to enter into a 
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contract for the safe, purchase or supply of goods and services 
Other powers not necessarily to be exercised by means of a meeting 
are ( 1 ) to allot shares («) to keep deposited in a scheduled 
bank the application money received from applicants, (hi) to call 
extraordinary meeting on requisition, (iv) to maintain proper books 
of account, (v) to place before the annual general meeting the balance 
sheet and the profit and loss account, (vi) to make a report and 
attach it to annual accounts, (vu) to appoint auditors, (vm) to appoint 
additional and alternate directors and the managing director, etc 

If the directors fail to exercise their powers honestly and 
diligently they maybe penalized for negligence of duty and breach of 
trust If they do not carry on their duties efficiently, the share 
holders may remove them before the expiry of their term of office 
The age of retirement of a director is 65 years, but under the 
proposed Amendment Act, it is being raised to 75 years 
Managing Agent 

The managing agent is any individual, firm or body corporate 
entitled to the management of the whole or substantially the whole 
of the affairs of a company by virtue of an agreement with the 
company or by virtue of its memorandum or articles of association 

Number of managed companies— bio single managing agent is 
allowed to manage more than 10 companies at a time In computing 
this number the managing agencies o/ a private company, an un- 
limited company and a non-profit association are excluded 

Appointment and reappointment — The appointment of a mana- 
ging agent is made with the approval of the shareholders in a general 
meeting and the Central Government The Central Government 
grants approval after having been satisfied about the following 

(1) It is not against public interest to allow the company to 
have managing agents 

(2) The proposed managing agent is a fit and proper person 

(3) The conditions of the proposed managing agency agree- 
ment are fair and reasonable 

(4) The managing agent must have fulfilled the conditions 
required by the government 

No company is allowed to reappoint a managing agent for a 
fresh term any time before 2 years of his current term remain 
unexpired The object is to thwart the practice of securing from the 
existing shareholders a renewal of a managing agency agreement 
long before the expiry of the existing contract 

The term of office of a ma.vog.'.og agent, jf appsvated by a 
company for the first time (i.e , the company was not managed by a 
managing agent till then), is 1 5 years If a company wants to reappoint 
X in place of Y as its managing agent, the term of office of such 
managing agent will be 10 years only The Central Government, how- 
ever, allows in practice the appointment of m inagmg agent, for the 
first time for a term of 10 years and reappointment for 5 years only 
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The following companies cannot have managing agents to 
manage their affairs 

(1) All banking and insurance companies 

(2) A company acting as managing agent of another company 
shall not appoint a managing agent for itself 

(3) A compan> having secretaries and treasurers managing 
director or manager for its management shall not have managing 
agents 

(4) A Government companv 

Powers and duties — The managing agents are generally ap 
pointed under an agreement with the companv The agreement 
specifies the powers which the company grants to the managing 
agents By the verj definition of the term ‘managing agent’ he is a 
person who is entitled to the management of the whole or substan 
tiallv the whole of the affairs of thecompanv subject to the superm 
tendencc, control and direction of the Board of Directors He is an 
officer in charge of the affairs of the company and must see to the 
discharge of all the obligations imposed by the Companies Act on 
the company, such as keeping of registers, books of accounts filing 
of returns before the Registrar, granting inspection of documents and 
registers to persons who are entitled to inspection and giving copies 
of documents to persons who are entitled to receive them, preparing 
balance sheet, making contracts, drawing and enclosing bills of ex 
change, calling and conducting of meetings and doing everything 
necessary to manage the affairs of the company The Board of 
Directors have to depend upon him for assistance and the emplovees 
for guidance 

By means of a provision in the articles, the managing agent 
may appoint one director if the total number of directors in the 
company is five and two directors if the total exceeds five The 
managing agent may also be appointed as selling agent outside fndi3 
of goods produced by the company 

Managing agents mav receive remuneration for their services 
from 4 to 10 per cent of the annual net profits of the companv 

If the managing agents act fraudulently in the dischargeof 
their duties, if they commit breach of trust, if they mismanage the 
affairs of the company or if they are negligent in the dischargeof 
their duties, the shareholders can remose them before the expirv of 
the term of office 

The new legislation has fully provided adequate checks aeainst 
the misuse of power bv managing aeents 
Secretaries and Treasurers 

Secretaries and treasurers is any firm or company (not beirg 
managing agent) which is entitled to the management of the whole 
or substantially the whole of the affairs of a company, which serves 
under the administrative control and supervision of the Board of 
directors and which may or may not be under a contract of service 
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It means it is a corporate form of management, that is, only a firm 
or a company can act as secretaries and treasurers They are appoint- 
ed only when a company has no managing agent, managing director 
or manager 

The functions of the secretaries and treasurers and managing 
agents are almost alike The remuneration of secretaries and trea- 
surers vanes between 3f to 7J per cent of the annual net profits of the 
company The aim of the creation of this new institution is to 
replace managing agents in course of time 

Managing Director 

Managing director means a director who, by virtue of an agree 
ment with the company or of a resolution of the company or the 
Board or by virtue of its memorandum or articles, is entrusted 
with substantial powers of management which would not otherwise 
be exercised by him He exercises his powers subject to superinten- 
dence, control and direction of the Board The managing director is 
one of the directors of the company entrusted with substantial powers 
of management of the concern which ordinarily he would not exercise 
as a director A managing director is usually in wholetime employ- 
ment of the company Articles make provision for the appointment 
of a managing director The appointment of a person as managing 
director for the first time must be done with (he approval of the 
Central Government The term of office of a managing director is 5 
years A managing director can manage at the same time two compa- 
nies at the most and no more Remuneration payable to a managing 
director may be in the form of monthly salary or a percentage of 
net profits or partly monthly payment and partly percentage of net 
proms 
Manager 

The term manager, is defined as “an individual not being the 
managing agent, who, subject to the superintendence, control and 
direction of the Board of Directors has the management of the whole 
or substantially the whole of the affairs of the company and includes 
a director or any other person occupying the position of manager by 
whatever mme called and whether under a contract of service or 
not.” No firm or body corporate can be appointed as the manager 
of a company Like the managing director, the manager can also 
manage the affairs of two companies at the most at a time and 
not more Like the managing director, the manager also can draw 
monthly remuneration or a percentage of net profits not exceeding 
5 per cent or partly one and partly the other The term of office is 
also restricted to 5 years 
Legal Adviser 

The company being a legal entity by itself, requires legal advice 
at every stage of its formation and also during its lifetime It there- 
fore is imperative for it to utilize the services of a legal adviser during 
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the course of Jt$ working Even in the primary formative stage like 
the preparation of memorandum, articles and prospectus, etc , the 
promoters can hardly afford to neglect the necessary legal assistance 
They, therefore, employ the services of solicitors, pleaders or barristers 
whose names are also mentioned m the prospectus But their appoint 
ment is to be confirmed by the company after its incorporation 
During the course of its working, the company requires legal advice 
in various matters like the issue of shares and debentures, increase or 
decrease of capital, undertaking the schemes of reconstruction and 
amalgamation, etc It may be remembered that the duty of the legal 
adviser is only of an advisory nature The advice is not binding on 
the company which may accept it or reject it, as it may like 

Auditor 

An auditor is the person who is an expert in accounting and is 
qualified to check the accounts of companies and report on their 
correctness The audit of a company s accounts b> a professional 
expert is one of the privileges exercisable by the shareholders of a 
company U is through such audit that the shareholders can ensure 
that the accounts of the company truly and faithfully represent the 
financial results of the working of the company The first auditor 
is appointed by ibe Board of Directors within one month of the 
registration of a company, and subsequently at its each annual general 
meeting If the Board fails to appoint the first auditor, the company 
in general meeting ma> appoint the first auditor If no auditor is 
appointed or re appointed at the annual general meeting, the Central 
Government fills the vacancy The auditor must be a Chartered 
Accountant 

The foremost duty of an auditor is to make a report to the 
members of the company on the accounts examined bv him and on 
every Balance Sheet and Profit and Loss Account and on every other 
document annexed thereto which are laid before the company in 
general meeting He must check the cash in hand and the balance at 
the bank on the date on which the Balance Sheet is prepared He 
must see that the securities of the company exist in fact and are in 
proper custody He should discharge his duties with reasonable cate 
and skill or else he shall be held liable to the company for any loss or 
damage If he fails to submit a report on the annual accounts, he 
is fined Rs 1,000 and may also be sued for breach of duty 
Secretary 

Secretary means any individual, firm or body corporate 
appointed to perform the duties which may be performed by 
secretary under the Companies Act His duties are purely of minis 
tenal and administrative character, they are not managerial , h c 15 
not entrusted with the direction control or management of the affair? 
of the company He is simply an officer of the company serviR* 
subject to the direction and control of the Board of Directors He 
responsible for the clerical works of the company Being the pnnci 
pal officer of the company, his duties comprise all matters relating 
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the conduct of the company’s business As a servant of the company, 
he has to carry out such duties as are assigned to him by the Board 
and visualized by the Companies Act He is responsible for the 
correctness of the statements and documents filed with the Registrar 
He must maintain registers, make returns, fix the seal of the 
company on documents He must arrange for holding of meetings of 
the Board and of shareholders, prepare and issue agenda, write 
minutes and execute all decisions made and resolutions passed 
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Corporate Ownership Securities 


The concept of corporate ownership 

The corporation has introduced a new concept of propertv to 
the field of pm ate enterprise Prior to the coming into existence of 
the companj form of organization, owners of business had direct 
control over the use and disposition of the property which thev 
owned When they used it to obtain profits or enhance its value, 
the profits or increased value accrued to the owners If costs exceeded 
the profits or added value, owners absorbed the losses To co\er 
those losses, everything that the owners possessed personal as well 
as business possessions, could be seized The owners' rights to 
profits and their liabilitv for losses were enforceable by law 

Under the corporate form, the property emplo\ed m the enter- 
prise is owned by the corporation and not by the persons who 
provide it Those who make propertv available to the corporation 
own the corporation But it is the corporation, a separate legal person, 
that has the title to the corporate propertv Owners receive onlv 
a piece of paper representing their individual shares in the equity of 
the corporation itself This indirect ownership of propertv is the 
natural result of giving the corporation a separate personalitv and 
represents an abrogation of traditional nehts of ownership 

Of greater significance has been the separation of control from 
ownership The owner in a corporation surrenders the nght to 
manage his property , instead, he authorizes directors and throueh 
them, officers, to control its use Owners, in exchange for the 
right to manaee their own property, have obtained freedom from 
unlimited liabilitv Their persona] assets will not be seized to cover 
the debts of the corporation which they own Such is the new 
concept of ownership under the corporate system 

The management in the case of a corporation has to be 
separated from ownership for sev eral reasons Firstly, the number 
of members of a company, who are the owners of the concern, is 
xeiy large 4 The idea that fiftv thousand investors can express an 
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intelligent opinion about the conduct of corporate affairs in a chang- 
ing business world characterized by a rapidly fluctuating price 
structure is an absurdity except for the rarest instances of emergency 
action ”* Secondly, the members of a company are scattered over a 
very wide area as many companies have international membership 
Thirdly, the shares of a company are freely transferable and every 
transfer of shares involves a change in the membership of the company 
and consequently its policy of management Lastly, the complexities 
of modern business require separation of management from ownership 
since only experts are expected to manage the affairs of a large and 
complex business and shareholders are not expected to possess such 
knowledge As a result, the very life of the company is almost 
totally dependent upon the delegation of power to management 
Instruments of ownership 

Here it is proposed to describe the instruments which evidence 
company ownership “The proprietorship interest of the corporation 
is owned by the shareholders collectivelly, and their respective 
equities in the fund are called stock or shares "* “The capital stock 
of the corporation is sometimes defined as the aggregate ownership 
interest of the corporation This interest is divided into shares or 
units The stock certificate evidences the number of shares owned 
by a given stockholder ’* The owner of a share is, in a sense, an 
entrepreneur , but ownership of stock is not ownership of the assets 
of the corporation , rather, ownership of stock is ownership of a 
contract with the corporation which, in turn, owns the assets Legally, 
a share is a contract, embodying rights and duties, between a legal 
entity, the corporation, and an owner of the share, the shareholder 
When a share is purchased, the purchaser agrees to make full pay- 
ment for it In return the company gives the purchaser a bundle of 
rights, rights that are subject to limitations set forth in the share 
certificate, in the articles and the memorandum of association The 
right to manage may be partially restricted or completely abrogated, 
and the right to share in the earnings is subject to the discretion of 
the directors who declare them Moreover the shareholder may 
not share in the assets which he contributes until the corporation 
pays its creditors, surrenders its charter and goes out of business 

Types of capital Instruments 

The property of the corporation arises from three sources 
Firstly, the contributions of those who promoted the corporation 
There is an understanding that these original contributions need 

i \V H Husband and J C Dockeray, Modern Corporation Finance, 1957, 
p 2JS> 

t L F Burtchett and C M Hicks Corporation Finance, 1948, p 87 The various 
terms used in connection with the capital stock of a corporation are largely 
the result of convention In England the terms 'shares' and ‘shareholders’ 
are popular , in United States, ’stock' and ‘stockholders' are common 
India has adopted the English usage, but a distinction is made between the 
share and the stock 

a h G Guthmann and H E Dougall, Corporate Financial Policy, 1962, p 134 
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never be paid b2ch, so long as the corporation has us* for them » 
they represent a fund of capital with which the corporation carries 
on* its business Second! \ the capital is obtained on the express 
understanding that the monev equivalent will be paid b2cl» at some 
future lime — tbirtv day s or a hundred years It is borrowed capital 
for which the corporation is specifics!!} liable by contract There is 
a third land of capital which comes into existence through the busi- 
ness actniues of the enterprise i e corporation's own profits The 
right of profits accrues to the shareholders, the original contributors 
of capital Thus the propem of the corporation is owned b\ 
the original contributors or subsequent creditors According!* 
capital instruments are of two i*pes. representing (i) participation 
contracts or proprietorship securities, and (n) debt contracts or credi 
torship securities according as the corporate funds are obtained bj 
the sale of ownership securities or b\ selling debt securities In both 
the cases the corporation appeals to savers for the use of their funds. 
Financial!' , therefore, there is no much difference between ownership 
(equity) and debt contracts. Both the owner and the lender supply 
the corporation with funds, both seel. to obtain income from their 
investments and both expect their principal to be returned to them. 
However, there are certain elements of distinction in the two type of 
contracts 

A participation contract does not entitle the owner to a full 
return of his invested funds if the business is liquidated After all 
pnor claims against the business are discharged, it entitles the contri- 
butor to his proportion whether or not this is considerably less than 
he actually invested Secondlv, the contributor upon such a contract 
is in no position to force a collection of a specific payment for the 
use of his investment If anv profits are disbursed, he rna* have a 
contractual right to share in such disbursement, but this right is 
predicated upon the existence of profits as well as on a decision of 
the directors to male a disbursement of such profits. If neither of 
these conditions exists, his capital mav be utilized bv the business 
for an indefinite period without a direct return to the investor. 
Thirdh. an investor in a participation contract as understood to h 3 ve 
the privilege of engaging joint! v in the management of the enterprise 
A shareholder has the right to vote in accordance with his share 
interest in the business 

Debt contracts — Contrar* to the right of a participation 
contract, in a debt contract a return of the sum originally invested is 
implied and mav be enforced when due bv a legal action against all 
of the assets in the business, including ev en the personal property of 
the enterprise Secondly , such a contract carries a right to have a 
specific payment annually or periodically for the use of the capital 
contributed to the business. This payment does not depend upon 
the existence of profits or the discretion of the manager Thirdly, 
the investor in a debt contract will not be understood "to have anv 
right to participate in the business decisions of the enterprise 

The lender is satisfied with a lower return because his contract 
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gives him certain priorities, while the owner expects a greater return 
because he assumes the risks attendant upon a position junior to that 
of the lender Interest must be paid before dividends are paid on 
equity capital The loan is often secured by a mortgage, in any case 
the lender has a claim upon the assets of the corporation precedent 
to that of any stockholder 

Thus, these variances in the capital instruments of a business 
create many legal relationships in its capital structure These instru- 
ments therefore must be recognized as devices to be printed, shaped, 
and changed to meet the particular conditions of a business and an 
investment market 

Ownership security is also termed as equity security, equity 
capital, or capital stock This is used to express the sum of values 
received in the form of either money, property or services in exchange 
for the shares of a corporation This sum represents both the 
original and subsequent contributions of the shareholders The 
capital or capital stock of a corporation may consist of one class of 
shares or several, each with varying rights and liabilities Broadly, 
these rights lead to the division of shares into two categories 

(1) Equity shares, and 

(2) Preference shares 

Section 85 (3) of the Indian Companies Act, 1956, permits the 
issue of only two types of shares, viz , (i) equity shares and (uj pre- 
ference shares Prior to the passing of the Act of 1956, the equity 
shares were termed as ordinary shares (and there was a third category 
known as ‘deferred shares’, popularly known as founders or manage- 
ment shares) The British terminology is similar to that in India, i e , 
ordinary shares and preference shares 

In U S A , slightly different terms are popular For the word 
‘share’, the common term in U S A is ‘stock’, for ‘shareholder’ it is 
‘stockholder’ The chief classes of securities are (i) the common 
stock, and (u) the preferred stock The terms ordinary share, equity 
share and common stock represent identical meaning and have been 
so used in this book Similarly, the terms preference share and 
preferred stock have also been used to indicate a single class of 
shares, the former representing Indian and British terminology and 
the latter the American practice 

Common stock or ordinary shares 

The best known, as well as the oldest, corporate instruments 
are the common stock or ordinary shares The Indian Companies 
Acs, 39S6, has .renamed them as ‘equity shares’ No special privileges 
ordinarily accrue to the bolder of common stock He enjoys the 
fundamental rights of shareholders The contract of ordinary stock 
is one existing between the holder of the security and the corporation 
which has issued it The agreement includes those provisions which 
the general law implies in the absence of any other agreement The 
shareholder is held to have given his consent to these terms by his 
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act of purchasing the share The fundamental rights of the share- 
holder include the following 

(1) To sell and transfer the share 

(2) To ha\e an evidence of ownership of the share 

(3) To inspect the books of the company 

(4) To protect the corporation from wrongful acts of either 
majority or minority shareholders groups 

(5) To restrain ultra ures acts of the corporation 

(6) To participate in the management of the company, and to 
have a voice in determining the policy of corporation on 
questions which affect the corporation as a whole 

(7) To participate in the earnings of the company 

(8) To subscribe to new stock issues 

(9) To share in the proceeds in the event of dissolution 

Unless the contract between the corporation and the share- 
holder prov ides to the contrary, all shares are common or ordinary 
The financial position of the common stockholder is that of residual 
claimant , his equity acts as a shock-absorber’ against shrinkage 
in assets of the corporation Unless otherwise provided, the voting 
power is vested exclusively in the common stock 

Transfer of shares— One of the prime elements in the corpora- 
tion as a form of business organization is the transferability of the 
ownership interests without directly affecting the enterprise Under 
section 82 of the Indian Companies Act the shares or other interest 
of any member in a company are movable property transferable in 
the manner provided by the articles of the company 

Eudencc of on nership — Every shareholder is entitled to recog 
mtion by the corporation of his ownership of the share This 
evidence of ownership is usually given in the form of a share certi- 
ficate which may summarize the terms of the contract between the 
corporation and the share owner 

Inspection of the books — A shareholder has the right to inspect 
the books of the company pertaining to the share records and 
general financial status 

Protection of the corporation — In cases of oppression and mis- 
management of the companv, any shareholder has the right to apply 
to the Court for relief He can thereby safeguard the interests of the 
public, the corporation and his own The shareholders collectively 
have the right to appoint directors or to remove them 

Ultra ures acts — The shareholders have the fundamental 
right to prevent the use of their corporate property for purposes for 
which it was not intended Every corporate charter states the pur- 
poses Tor which the stockholders contributed their money and to 
carry on this business only was the intent of the original stockholders 
and their successors, clearly expressed as the purpose for which 
they pooled their funds To use the property for other purposes is 
ultra ures Chief Justice Andrews of the Connecticut Supreme Court 
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observes “It seems to be the settled law of America and England, 
that any act, or proposed act, of a corporation or of the directors, 
or of a majority of the stockholders, which is not within the express 
or implied power of the charter of incorporation— m other words 
any ultra u res act— is a breach of the contract between the corpora- 
tion and each of the stockholders , and that consequently any one 
or more of the stockholders may object thereto and compel the 
corporation to observe the terms of the contract set forth in the 
charter Directors are, therefore ahvtys careful to obtain their 
stockholders’ approval for any changes in the character of the busi- 
ness for fear of third parties impeaching the legality of their action 
Nevertheless, ultra i ires proceedings are an effective threat to pre- 
vent directors from using corporate property for ulterior ends 

Participation in management — Ultimate authority to manage the 
affairs of the company lies in the hands of the shareholders The 
directors cannot proceed to sell or mortgage the entire assets of the 
concern without the consent of the shareholders The matter of 
voting power is confidential to the management of the corporation 
Generally speaking, this privilege of voting may be exercised at the 
annual meeting of the corporation upon two questions (i) the mem- 
bership of the Board of Directors and (u) the amendment of the bye- 
laws The shareholder has a fundamental and implicit right to elect 
the directors and also the right to surrender or restrict this right 
In other words, he directs the corporate affairs through his represen- 
tatives unless he consents to surrender this right 

Receipt of earnings- Among early corporations, the sh ire- 
holders control over dividend disbursement was quite usual Such a 
reservation of power now is very unusual it runs counter to the 
generally accepted theory of the powers and responsibilities of direc- 
tors Except m those unusual cases when a shareholder invests m 
corporate stock with a view to an increased value at a time of future 
sale, the shareholder regards his investment in the capital stock of a 
profit-seeking corporation as a source of income and he expects 
the profits of the corporation to be disbursed as dividends. Yet he 
has no right to receive these profits unless they are declared as divi- 
dends by the directors whose judgement in the mitter is find 

Subset iption to lien shares— Under the common law two 
important principles were laid down with respect to the old share- 
holders and new issues of shares (i) existing shareholders must be 
given an opportunity to retain their proportionate control in the 
affairs of the corporation and ( 11 ) the equities of the existing share- 
holders in the surpluses of the corporation may not be impaired 
Both ru/es -are violated 1 if new shares are issued to the poWic before 
the existing shareholders hqve been offered the right to subscribe to 
them Suppose A held one-tenth of the shares of the corporation, 
which had 10 000 shares outstanding and should the corporation 
sell to others an additional 10 000 shares, A’s control would be 
reduced by one-half Likewise, A's proportionate equity in any 
surplus which the corporation might have, would be reduced To 
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avoid this Section 8] of Indian Companies Act provides where it is 
proposed to increase the subscribed capital of the companj b> allot 
ment of further shares then such further shares shall be offered to 
the persons who at the date of the offer are holders of the equitv 
shares of the companj in proportion as nearh as circumstances 
admit to the capital paid up on those shares at that date 

Share in proceeds in dissolution Corporations lease the world 
as the> enter it— possessed of nothine. The\ must distribute their 
assets to their shareholders after pa>mg all debts Each shareholder 
is entitled in ordmarv stock to share in proportion to the number 
of shares held b) him out of the residual assets after all debts and 
other stock priorities have been discharged- 

In the eje of the law the benefits that the shareholder mas 
dense from his ownership of shares and the responsibilities which 
this ownership in\ol\es are represented b\ a contract Some of the 
nchts which the shareholder cnjovs b\ reason of this contract are 
clearlj and explicit!) staled in the articles of association or in the 
b)e laws of the corporation other nghts rest on certain provisions 
of the statute under which the corporation is chartered 1 e the 
Indian Companies Act Still other nchts rest on the implications 
of stock ownership as interpreted b> a long senes of court decisions 
Rouchl) speakmc these various rights mas be grouped under three 
main catecones (i) those concerning the shareholder s nchts to 
manage the affairs of the corporation («) those concerning his rights 
to receive disbursements from the corporation and (ui) those nehts 
to approve or estop an\ changes in the major provisions embodied 
in the original contract between the corporation and its shareholders 
These nghts and privileges ma> be summarized as below 

1 Rights to management 

(a) To elect directors (and to elect other officers) 

(b) To inspect certain books and to demand financial 
statements 

2 Rig} is to the corporate property 

(a) To receive dividends 

(b) To receive a proportionate share of the corporate 
propcri) when the corporation is woundup or its 
propertv sold or exchanced. 

3 Rig} ts to change the original contract 

(a) To pass on changes in the purposes for which the 
corporation was organized. 

(b) To pass on changes in the charter 

(c) To pass on changes in the b)e laws 

(d) To subsenb- on equal terms to all subsequent issues 
of shares 

Advantages of financing with equitj shares or common stock 

Unlike other xecunt es which are ut lized pnmanh as a m^ans 
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of raising capital, equity share or common stock has special and 
additional significance because of its rights of residual ownership 
of the corporation Preferred stock, no doubt, creates a form of 
ownership , but it is limited and not final or residual It is usually 
the nucleus of control and carries with it the familiar range of 
benefits ard responsibilities which are ordinarily associated with 
ownership It is the first security to be issued by a corporation and 
the last to be retired m the event of liquidation The extremes of 
success or failure are the lot of common stock In the event of 
unusual profits it may be the beneficiary of extra or increased divi- 
dends , and in the case of failure it may suffer heavy loss 

In many ways, common stock constitutes an ideal source of 
funds for the corporation The important reasons for this are 

(1) Absence of fixed payments— In contrast to bonds or 
debentures — which require a recurring, fixed payment of interest, 
and repayment of principal either in instalments or by lump-sum 
maturity, irrespective of the financial status of a company— common 
stock makes it possible for management to exercise its discretion 
For example, if business is depressed and the earnings of a corpo- 
ration are lowered materially sound financial policy may require 
declaration of dividends Default of interest on debentures or bonds 
would precipitate failure, but the omission of dividends has no such 
serious consequences As a result, shares provide a cushion of 
safety against temporary unfavourable developments 

(2) ImproMil credit standing — Extensive use of common 
stock to raise capital also improves the credit position of the corpo- 
ration Automatically, the enlargement of the residual equity 
increases the base of credit operation Unfortunately, weaker com 
pames may not be able to sell common stock when they are in need 
of funds and may be compelled to resort to borrowing of some type 
Financial policy is often shaped by pressing expediency which permits 
little choice 

(3) More economic financing— Sometimes it is cheaper to 
finance with common stock than with debentures or bonds Such a 
condition is normally the exception, but the opportunity may appear 
in r cr, ods of extreme boom or when there is public fear of inflation 

(4) A cushion of safety — The common stock provides a 
cushion of safety against seasonal unfavourable developments, since 
the dividends are payable only out of the available profits of the 
company and the payment also is subject to the discretion of the 
directors 

(5) No charge on assets — As against debentures or bonds, 

there is no charge against the assets of the company in the case of 
common s'ftnnl' 7iVnr sCckK' r>* fee farther dwriKwg; fry nay 

of security for borrowing 

Disadvantages 

These advantages of common stock financing are so noteworthy 
as to suggest its exclusive use as a source of funds However, there 
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are many reasons whv common stock ma\ not be used as the sole 
medium to raise capital In the first place equitv shares are not 
always acceptable There is a large element in the investing group 
which will not bui equitj shares either because of choice or because 
of legal restrictions Also equitv shares may be acceptable to local 
interests and imestors but ma> not be saleable in other sections 
where the management is not known under the circumstances, the 
debenture or bond possessing the proper legal protective provisions 
is desirable In the second place debentures usuallv sell at lower 
rates than share issues over a lone period of time In the third 
place the issue of shares has a direct bearing upon control This 
is an intaneible but an important determinant in the selection of 
new securities Fourthly the sale of more eouitv shares increases the 
base o\er which any future appreciation in value or increase in earn- 
ings must pe spread Fifihlv, equity share has not much attraction 
to institutional investors who are interested in regular income rather 
than occasional abnormal profits Finally, excessive issue of com- 
mon stock may result in over-capitalization of business 

Par value stock and no-par stock 

I alue concept — Although the term ‘value* has broad every da v 
use it has a wide range of meaning. Imestors have a tendency to 
think that they may be purchasing shares for less than they are 
really worth and professional dealers on securities use the same 
idea for sales appeal Conversely, the feeling may exist that shares 
are selling for more than their worth In either case, this is the 
concept of a basic or intrinsic i alue The underlying thought of a 
static or moving norm has interesting and provocative facets , but 
at the same time, it is not subject to exact measurement To express 
in concrete terms, there are three concepts of value— par value, book 
value, and market value 

Per ralue — Par value of a security is the value printed on the 
face of the certificate It is the unit value or denominational 
value It is an amount that is stated in the charter of the compam 
for which a minimum figure is set All of the shares of a given 
class have the same par value Its significance lies in the rule that 
shares must not be issued for less than par, or else shareholders will 
be personallv liable to creditors for any deficiency in the event of 
insolvency 

The par value is distinguished from exchange value The 
former is static, while the latter is dvnamic Business is dynamic m 
character, and values are changing constantly in response to gams 
and losses accruing to the business enterprise Large and increasing 
profits tend to increase the value of common stock , and, similar!*, 
operating losses and other shrinkage of values produce an unfavour- 
able effect Since par value is a "constant figure, it must necessanlv 
fail to register or reflect changing conditions 

In American corporations, there are in use three types of par 
xalue for the share capital (i) a high par xalue representing the 
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money value of the shareholder's contribution to the corporation’s 
capital It has a historical significance almost invariably issued up to 
1912 The par was ordinarily $100, but $50 was not uncommon 
These were especially popular with banks and insurance companies, 
railroads, public utilities and older industrial corporations (u)> No 
par value for shares having no reference at all to shareholder’s contn 
button, and indicating only his proportionate share in the profits and 
losses of the corporate enterprise and in the responsibilities of its 
management This type of share was preferred by corporations 
organized after 1919 , but again after 1930, the par value assumed 
greater significance (in) Low par \alue for shares of SI to $5, with 
the money equivalent arbitrarily made low, primarily to economize 
on taxes or to show on the balance sheet a larger surplus account 
Like no-par stock, it has little reference to the actual capital of the 
corporation 

Book value The book value of a share or security is its worth 
as shown by the accounting records of the company It is the net 
worth as reported in the balance sheet When only one class of 
shares is outstanding, the book value is the sum of the capital stock 
and surplus accounts, and per-share book value is this total divided 
by the number of outstanding shares It seldom agrees with the 
market value, which reflects current investor opinion of the worth of 
the stock 


Market value The market value of securities often differs 
considerably from book value, primarily because it reflects a varying 
evaluation of prospective earnings and dividends which the business 
is expected to produce as a going concern The most outstanding 
characteristic of a market is its realistic adjustment of prices in 
response to changing conditions , the market may not accept the 
value of the corporation as expressed in its books The market value 
of shares of a successful corporation is often in excess of the book 
figure Books of account ordinarily fail to record either possible or 
actual appreciation of values, and the market is dealing constantly 
in terms of the future outlook It follows therefore that the unsuc- 
cessful corporation will ordinarily have a book value in excess of its 
market worth , and a similar relationship is not unusual for companies 
with a heavy fixed-plant investment The reason is that the earnings 
lack the vigour to give buoyancy to the market , and it is likely that 
there is some discounting of the non-fluid condition of the assets 


In brief, the concepts of value may be stated as follows 

(1) Par value is a nominal figure and does not reflect the 
amount that a shareholder may actually realize, either in the event 
of sale or in the case of liquidation of the company 

(2) Book value registers the effects of transactions on a cost 
basis, but it cannot be accepted as a yardstick of true worth 

(3) Market value is the most reliable yardstick of the amount 
that a shareholder may realize upon his investment, but distinction 
should be made between short- and long term fluctuations in price. 
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Par value shares 

The par val ae of share represents a sum ■which the corporation 
has fixed as the stated value of that stock !i i' printed on the face 
of the stock certificate Par value determines the legal habilitv of the 
shareholder to the corporation. If a subscriber pa» s less than par 
value, directors mas at am time require additional payments until the 
full par value has been paid in. 

The par value of each share is neressanlv required to be paid 
into the corporation in either tangible or intangible property 
Consequenth the capital stock evidenced b\ the total number of 
shares multiplied bv the p3r value, represents a fund of pro pern 
■which the corporation could claim as its own. and upon which jt 
could solicit credit from outsiders 

The total par value of share outstanding represents the stated 
capital of the corporation. It tannot lawfully be impaired bv the 
payment of dividends The legal protection thus afforded b> the stated 
capital of a corporation can be credited -with the development of the 
so-called ‘trust fund doctnne' Creditors were willing to lend 
money to a corporation because there was a fund which would be 
proteoed and which tbe> identified as secuntv for their loans. 

When par values are printed on stock certificates, it is common 
to express the dividend as a ‘rate per annum* on the par value 
Another characteristic which is ascribed to par value is ns fixity In 
contrast to the continually changing market and book values, the par 
value of stock cannot be changed! Under the theory that taxes 
should be levied m proportion to the benefits received from the state, 
par values mav, assuming a benefit proportional to the capitalization 
of the corporation, sen e as a basis of computing the lax. Thus par 
values are said to provide a measure of benefit" represented by the 
corporation’s nght to do business If a share subscriber fails to 
complete the payment for a share of par value, the presence of the 
par value provides an accurate basis for forfeiture on unpaid subs- 
criptions The net worth of the corporation normallv consists of 
two divisions, an amount representing proceeds from sale of stock 
and another sum representing earnings of the business not y et paid 
out in dividends Par value senes as a direct and facile method of 
distinguishing these two funds m the net worth 
Tar valnelacks significance 

The par value lacks significance for the following reasons * 

0) Shares ma \ be issued for property ct arbitrary rzkirs — P 2 T 
value mav lack significance even at the time of issue of shares because 
shares mav be issued forpropertv as well as cash or even service. 
Propertv so acquired mav actual]} be north more or less than the 
amounts shown on the books at the time of its receipt 

(n) Per 1 alue mar represent ody a part of the shareholder's told 
payment — Corporations, especiallv banks and some other financial 
concerns, mav sell their shares for more than the par Scare In the 
case of banks, the resulting initial surplus tan absorb early operating 
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losses that would otherwise mean an impairment of the legal capital 
and under the strict banking law might require an embarrassing 
assessment at a time when such a step might be fatal to prestige 

(in) Retained earnings may add to or losses may reduce the 
original xalue of the stock — Even if par value had represented the 
exact original investment of the shareholders, it would ordinarily 
cease to be a measure of current investment very soon because of 
earnings left in the business to add to the original investment There 
fore the rate of dividend when stated as per cent of par value is no 
measure of business success Shareholders may have much more 
than par invested either as a result of paid in or earned surplus so 
that a dividend rate of 10 per cent on par might be a very low rate 
upon actual investment as measured by the book value per share 

(iv) The market value of the business as an imestment must 
always be the most important test of xalue rather than the nominal par 
figure — Many businesses with par value fully contributed in cash at 
the outset develop so little earning power that the subsequent market 
value never reacts the original par On the other hand, when the 
business is able to earn from 20 to 30 per cent upon par, it is appa- 
rent that the market value will almost certainly exceed the par value 
even if that par value exactly represents the amount of actual cash 
investment in tangible property 

Par value, therefore, is not to be regarded as a measure of the 
shareholder s investment because (a) the book value of assets that 
supports the par value initially may not equal the commercial or 
market value of those assets , (b) even when book value of the assets 
is a good measure of asset value, the total book value of the share 
rather than par value is the significant figure and (c) shareholders 
typically are more interested in the market value of their shares than 
in the book value 

Other objections to par value shares may also be noted Par 
value is arbitrary artificial and static To accept par value as a 
measure of true value raises problems which it may be impossible to 
solve If, for example, two corporations were seeking to efTect a 
merger or consolidation through the convenient device of an ex- 
change of stock, they would find it difficult and probably impossible 
to match their shares on a par for par basis Additional equity 
financing is practically impossible when a company’s stock is selling 
below par value Par stock tends to lull the investor into a false 
sense of certainty A fixed value engraved upon the share certificate 
leads those who are unfamiliar with book values and earning power 
values, to say nothing of security market fluctuations, to accept par 
values as real or intrinsic value Actually, the value of a shareholder’s 
c&ntnbaium hardly ovtiasts its payxorxt .utfo ihe corporation's 
treasury The value of one s share of a business, obtained by an 
mitnl contribution, is subject to immediate change as the result of 
the action of the management Par value shares are sold at either 
discount or a premium and this necessitates the use of an accounting 
artificiality Premiums should be added and discounts charged to 
the surplus account on the books of the corporation 
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No-par stock 

The impetus for stock without par \alue originated in U S A 
from those who thought it desirable to remove par price tag from 
common stock and to emphasise its essential nature as a varying 
residual share in the ownership equity Then the unskilful would 
not be misled by drawing a parallel with the par value of a bond, 
which is the actual amount to be paid at maturity No-par was 
found as the only logical and reliable means of avoiding the liability 
attaching to par value This type of stock first became available with 
the enactment of a New York Statute in 1912 and today it is per 
mitted in every state of United States 

No par shares assumed importance during the decade 1920-30 
In 1922 only 2° 0 of the corporations were making use of no-par 
shares in America , in 1925, this number went up to 6° 0 In 1928, all 
issues on the New York Stock Exchange, exclusive of railroad issues, 
showed that 43° 0 were the no par units and by 1930 the use of no 
par shares had extended to 85% of the issues m companies with 
assets of 10 million dollars or more The no-par stock receded in 
importance after 1930 Jn 1956, out of 1,071 common stocks, listed 
on the New York Stock Exchange, only 239 (22° w ) were no-par shares , 
the number of par value shares was 647 (60° o ) and 186 were miscella- 
neous types of Shares 

In India, capital of a company initially is issued in the form of 
shares having a definite denominational or par value , but when the 
shares are fully paid up, the company can convert its shares into 
stock having no par value Section 95 of the Indian Companies Act 
empowers the company for such conversion or reconversion It may 
be noted that in America the term ‘stock’ is popular, while rn India 
and Britain the term ‘share’ is in common use In India the term 
‘share’ as defined under the Companies Act includes ‘stock’, and this 
resembles to a certain extent with the no par stock of America Of 
course, in India no par units (i e , stock) are of limited use , they arc 
not so popular as the no-par stock isin USA. 

In America, there are two classes of securities which are called 
no par stock (i) slated \atue no par stock, and (n) true no par stock 
In the first class no par stock is issued with a ‘stated value’ on it, 
that is with a minimum issue price, the stock being more or less a 
contradiction in terms The issuing corporation writes its value on 
the stock certificate It may be termed as the face \alue no par stock 
Such no par stock may be sold for any price (equal to or above the 
‘stated value ), the excess over the ‘stated value is not necessanh 
apart of stated capital and may be used in payment of dividends 
It is properly a premium and corresponds to 'paid in’ surplus or 
premium 1 on par value securities 


1 In India a company can issue shares at a premium which is treated as a part 
of the paid up capital of the company , fox all practical purposes u is termed 
as a new class of capital and cannot be distributed by wav of dividends Ji 
can however, be used for writing off capital losses 
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With the second class, which may be called true no-par stock, 
there is no designation of value in any form Usually all proceeds 
derived from the sale of such true no par shares become a part of 
stated capital In those states in U S A , where the statutes are not 
specific, the presumption is that unless a specific provision was made 
at the time the stock was subscribed for, the whole of the subscription 
contract price would become stated capital and therefore would not 
be available for dividends All states at present allowing no par 
stocks permit stocks both of no-par value and of par \alue to be 
issued by the same corporation This is known as mixed par 
\ alues 

As the popularity of no-par shares increased in America during 
the twenties, considerable controversy arose as to the propriety of 
no-par feature with reformers taking the position that it should be 
made illegal The comparative advantages and disadvantages of 
no par and par stock may be discussed from various standpoints 
Sometimes certain characteristics may be an advantage from one 
standpoint and disadvantage from another We may take up four 
important points of view Those of <i) the corporation, (ti) the 
shareholder, (m) the creditors, and (tv) the public 

The point of view of the corporation 

(i) Avoidance of contingent liability — No-par stock may be 
sold at any price and the liability does not extend beyond the 
initial figure It is adaptable to the prevailing market Having no 
stated value, it may be sold on the market for what it will bring, in 
accordance with the investor’s estimation of its worth Succeeding 
issues may be sold at varying prices, prices determined by market 
conditions or the financial record of the corporation 

(u) Aioidance of nominal \alue — The use of no par avoids 
any possible friction of value resulting from the use of par Investors 
frequently err in accepting par as a norm or yardstick of the worth 
of shares Actually, investment value is completely unrelated to the 
par figure, which is purely nominal in character The value 
originally paid for no par stock, whatever it may be, is conclusive 
It removes the temptation and necessity for resorting to legal 
artifice 

(in) Increased marketability of share issues — No par stock 
permits flexibility in the setting of price and gives relief from the 
more static requirements existing under laws requiring par stock 
There is complete freedom for fixing a price that harmonizes with 
conditions prevailing in the market, rather than being limited by an 
arbitrary and rigid par established by a statute of many years’ stand- 
ing If there is great demand for stock selling m the §60 bracket, 
such stock may be issued , or if stocks at a lower figure are more 
popular, then the price may be set to attract this demand 

(iv) Accounting for capital stock — The no par feature also 
permits greater flexibility in the treatment of the capital account 
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The net worth may be presented m the aggregate or may be appor- 
tioned between stock and surplus to reflect managerial policy 
Similarly, there is greater ttise in adjusting the capital structure to 
recognize marked changes in the \alue of the assets The laws of 
no par stock require a minimum stated \alue in most cases, but 
these minimum requirements are nominal in character and do rot 
represent any important restriction on accounting policy 

(v) Ease of management— No-par stock issues are more easily 
managed than par value securities In the reorganization of a 
corporation old shareholders may ordinanlv be handled more easily 
if no-par rather than par value securities have been issued The 
same is true m mergers and consolidation where the existence of par 
values may prove a stumbling block to the final consummation of 
the proposed combination 

(vi) Solution of financial difficulties No-par stock is a solution 
of certain financial difficulties The legal rule prohibiting the sale 
of par value shares at Jess than par often prevents a corporation 
from obtaining additional capital at a time when it is most needed 
In the absence of no par stock, embarrassed corporations frequently 
avoid placing liability for uncollected subscriptions upon stock pur- 
chasers by means of the exchange of stock for some property The 
property owner then returns, by way of gift, the extra stock to the 
company , the returned stock is treasury stock and may be sold for 
any price to provide working capital or additional fixed capital, or 
used as a bonus to effect the sale of preferred stock The no-par 
stock presents an easy solution to avoid these difficulties 

(vu) Less objection of shareholders When a corporation 
begins business, it is immaterial what price is received for the shares , 
but once it has begun operations, made profits, or suffered losses, it 
is obvious that the price at which additional shares are sold may 
materially affect the interests of existing shareholders If a bonus 
is given by the corporation, the no par stock may be issued for a 
very low price i e , for a small consideration 

(viu) Encouragement 10 investigate true value No par stock 
encourages investors to investigate the true value of such shares 
before they purchase They need not be misled by the inscription 
of a fictitious value on their certificates Creditors also pay attention 
to the actual value of the cocpocate assets rather thaa the oomioal 
value of the outstanding shares 

(ix) Easy finance Financing through no-par issues permits 
corporations to carry out new equity financing with greater faciJilv 
When a company needs capital, it may offer its shares, undeterred by 
an artificial par price , it can price them at the current market to get 
a ready sale Creditors also benefit from the ability of a company 
to market its equity issues without undue restriction 
Disadvantages 

(i) Limited market A great many purchasers of shares do 
not know how to determine the worth (book value or any other) of 
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a share and consequently are likely to show credence in the par 
value printed on a certificate Such purchasers may hesitate to 
accept no par stock , hence the corporation finds the market area of 
no-par stock somewhat limited 

(h) Legal disci imitation Some of the states in U S A discri 
minate against corporations having no par stock, either through tax 
laws or by actual prohibition of power to do business Thus the 
area of operation of a corporation is considerably limited 

(in) Difficulty of merger or consolidation In the event of a 
merger or consolidation no-par stock of the new company is ex- 
changed for the stock, of whatever kind, of the old companies All the 
stated capital as well as the surpluses of old companies will automa- 
tically become stated capital in the new company Such freezing of 
the surplus of the individual companies in the stated capital of the 
consolidated company is a difficult problem, since it considerably 
alters the position of shareholders in the old and new companies 

(iv) Effect on credit Few par stocks carry any assessable liabi- 
lity, but credit is usually granted on a going basis instead of expec- 
tancy of liquidation The reduction of the liability of the shareholders 
is said to weaken the credit rating of the corporation because of the 
more limited protection to creditors 

(v) Aid to unscrupulous promotion No par stock aids the 
unscrupulous promoter in selling securities because of the lessened 
liability as well as tn facilitating the transfer of stock for his services 
and other intangible items 

(vi) Manipulation of accounts The absence of a standard of 
value (par) makes it easy to transfer no par stock for promoters' 
services, on account of the flexibility in evaluating the capital account 
After operations are started, the surplus account may also be adjus- 
ted to conceal unfavourable conditions or to meet particular aims of 
management 

The point of view of the shareholder 

The essential distinction between the interests of the shareholder 
and those of the corporation is the difference between the interests 
of the individual and the interests of the group The benefits accruing 
to individual shareholders from no par stock are 

(i) Limited liability The shareholder's liability is limited to 
his subscription agreement as long as the amount exceeds the legal 
minimum and is a fair market value It is reasonable having been 
fixed by the Board of Directors, or by a vote of the shareholders, or 
expressed in the articles of association 

(u) Ease of msestment by small shareholder By the use of no- 
par stock, the corporation finds it easier to issue and sell additional 
stock to obtain new funds Under the circumstances, the share- 
holder with limited funds is less likely to suffer through the imposi- 
tion of asse'sments at the hands of those having more financial 
backing and voting power 
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(ui) Diligent enquiry The absence of a par value on a share 
causes a prospective shareholder to make more diligent inquiry 
regarding the price of the share be proposes to purchase 

(n) Dmdend rate easy to understand The individual share- 
holder can easily understand the dividend rate on no-par stock than 
on par value securities No-par stock always gives the number of 
dollars paid per share per annum whereas the statement that a 
*50 par value stock is a 10° stock when it is selling for $S0 js like!} 
to lead the unwan to believe that 10% refers to the market price 
rather than to the par value 

The shareholder may find no-par stock undesirable to him for 
the following reasons 

(a) There ma> be over-valuation of purchased properties 
patents, etc , or sen ices of promoters when fully paid and non- 
assessable' no-par stock is exchanged for these assets or services, 
for when this is done the shareholder who bujs for cash frequentlv 
pavs much more than other shareholders (b) It is easv to sell 
greater amounts of no-par stock as compared with par value stock 
The position of shareholder, therefore, undergoes a radical change 
as compared to the circumstances under which he purchased the 
securities This change relates both to the extent of trading and 
the possibility of risk (c) If several issues of no-par stock are 
sold with equal rights, or if portions of the same issue are sold at 
different pnees, any individual shareholder may find that he had 
paid quite a different amount for shares of the same kind- (d) The 
market pnee of no-par share is less stable as compared to par value 
share, because no-par stock is generally used for speculative types 
of business and because their dividend record is thought to be less 
stable 

The point of view of creditors 

The creditors of the corporation are interested in the no-par 
stock for two important reasons Firstly, it has an influence upon 
equity proprietorship, and secondly, shareholder's liabilitv is relied 
upon as a reservoir from which the creditors satisfy their claims 
No-par stock easily qualifies as a favourable tvpe of stock, since the 
corporation mav dispose of such stock more easilv and obtain large 
awAvz J eaptto} ■cr m «rd\Av*i\3ffir at stated capvAn? TSvavr es Jess mww- 
tive for over valuation of assets to balance the books of the compam 
or for the offsetting vice, inflation of organization evpense to balance 
the books rather than showing a deficit at once The absence of 
par value encourages greater and more intensive investigation m 
regard to the standing of the corporation before an extension of 
credit is made 

The creditors of a no-par stock corporation find themselves at 
a disadvantage for the following reasons (a) There is a general 
tendency to reduce the stated capital of the concern to the minimum 
possible (b) There is considerable decrease in the liabilitv of 
shareholders The major characteristic of no-par stock corporations 
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has become, not limited liability, but no liability (c) As the cor- 
porate balance sheet merges stated capital and surplus into a single 
item, the creditor is at a loss to discover the actual amount of stated 
capital and thus increases credit charges on account of this uncer- 
tainty 

The public point of view 

No-par stock encourages speculative business enterprise and 
such enterprise is essential to progress in so far as it represents 
technological advances Secondly, there is a potential educative 
value in no-par stock The removal of the pretended par value of 
corporate shares is one step in the direction of interpreting the 
economic significance of corporations to all classes of society 

Preference shares 

The term ‘capital stock implies that every share is identical 
in its economic and legal status with every other share But there 
has been a steady tendency, extending back for many years, to 
create several classes of shares one or more of which should offer 
in outward appearance, at least, greater investment security than 
mere stock This tendency has arisen from the fundamental diver 
gence in point of view between the corporation, as the seller of 
securities which purport to have an investment standing and the 
investor, as the buyer of them 4 While corporation and investor 
meet on the common ground of being joint heirs in the success or the 
failure of the corporate enterprise, they are at opposite points of the 
compass in the division of the spoils Because of this divergence in 
fundamental points of view there has arisen a large variety of types of 
securities which represent an endeavour to effect a compromise 
between the parsimony of the corporation and the avarice of the 
investor ”* There are securities in which the investor relinquishes 
something of his rights as an unrestricted participant in the corpo- 
rate profits and acquires a prior right to a limited but seemingly 
assured part in these profits , or there are securities in which he 
foregoes something of the security of a mortgage bond and obtains, 
in consideration of his forbearance, a higher promised income return 
They are compromise securities 

The term ‘preferred or ‘preference as used in conjunction 
with stock or shares, means that the particular share or stock stands 
in a distinctive and favoured position with respect to some of the usual 
rights of shareholders There are ten of these more important rights 
subdivided into two sections (1) those rights wherein the preference 
sfcn.vdMsWiM QffllNKMty Is. w. bb/t vixor. ij/iv) .'fiv. as. tbs bnlden qC 
ordinary share, and (2) those rights in one or more of which the 
preference shareholder occupies a distinctive position as compared 
to the holder of common stock or ordinary share 


Arthur Stone Dewing, The Financial Policy of Corporations, vol I 1941. p 133 
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(а) Rights usualh not differentiated in preference shares 

1 To transfer the stock 

2 To ha\ e ev idence of ownership 

3 To inspect the books of the companv 

4 To protect the corporation from wrongful acts of either 
a majority or a minontv 

5 To restrain ultra nres acts of th- corporation- 

( б ) Rights in which preferred shares stand in a different, 

usualh a limited relation to the companx as compared to 

common shares 

1 To share in the proceeds in the event of dissolution 

Z To participate in the earnings 

3 To participate m the management of th“ companv 

4 To subscribe to new stock issues 

5 To control future securm issues injurious to on emal 
stock position 

Preference shares usua’h possess a right of pnonlv ov er ordi 
narv shares as to dividends and as to principal in the event of 
liquidation Standing in a middle 2 rea between bonds and common 
stock, preferred stocks ma> have a great vanetv of adorning features. 
A share carries certain basic rights unless thev are removed or 
qualified bv the terms of the contract It is important therefore 
that the qualified rights of a particular issue be clearlv stated. Some 
of these nchts are set forth on the share certificate while others 
may be looked for in the Memorandum, the Articles or other evidence 
of corporate intent as to th- preferential status of a particular issue 

(I) Preference as to dividends 

The most common and most important right granted to 
preference shares is the right to receive dividend before the ordmarv 
shareholders A preference share pnma facie onlv gives right to a 
preferential dividend and not to a preferential pa vment of the amount 
of the share out of the capital m the case of winding up Other 
rights have to be acquired by means of a specific provision in the 
articles- According to such a provision as to their preferential 
rights the preference shares mav b* of seieral tvp-s (a) cumulative 
(b) non-cumulative (c) participating (dj non participating. 

on-rtmvlan i e or simple preference shares — Th-se shares usuallv 
cam a preferential nght onlv to a fixed dividend pavable out of lb- 
profits of each 5 ear before the other shareholders receive amthme. If 
there are no profits or inadequate profits in a particular vear ava3 
able for distribution the holders of these shares have to go without 
dividend or receive only a partial pavmenl th-v have no claim upon 
the profits of subsequent vears for dividends unpaid in former vears. 

In the event of winding up of the companv they are in the absence 
of an v express provision entitled to share equally with other share 
holders 
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Cumulative preference shares— Cumulative preference shares 
are those on which the fixed dividend accumulates until it is all paid, 
the arrears of any one year being carried forward as a charge upon 
the subsequent year’s profits There is, however, no obligation on the 
part of the company to pay until there are sufficient profits available 
for distribution Preference shareholders are not entitled to any 
arrears of dividend in liquidation if such dividends have not been 
declared, unless the articles provide otherwise Preference shares 
are always cumulative as to dividend but not preferential as to 
capital, unless the contrary is provided for in the articles, or the 
terms of issue of those shares 

Participating preference shares — These are a class of preference 
shares, the holders of which are not duly entitled to a fixed rate of 
dividend in preference to other classes of shares but, in addition, are 
entitled to share, with the ordinary shareholders, the balance of 
profits in some proportion after the rights of the ordinary share- 
holders have been reasonably met The holders of 6 0 o participating 
preference shares, for instance, may be entitled to share equally with 
the holders of ordinary shares in the profits remaining after the 
payment of l0° o dividend on ordinary shares or they may be entitled 
to an additional one per cent dividend for every additional 2° 0 over 
a specified rate on ordinary shares Thus, in the case of these shares 
they have two kinds of dividend— one fixed and the other changing, 
governed by the magnitude of excess profits If the articles are 
silent, all preference shares are deemed to be non-participating 

Non-participating— If no participating rights are given to 
preference shares, they are entitled to the fixed rate of dividend in 
preference to other class of shares and no claim exists in the surplus 
profits which all go to the ordinary shareholders 

(2) Asset preferences 

To give the preference shares of a company preference to assets 
as well as to dividends gives added safety to the investor and at the 
same time makes it possible for the company to raise more capital 
without selling debentures or additional ordinary shares Of course, 
all preference shares do not carry preference as to assets, but by far 
the majority do Unless otherwise stated in the contract, these 
shareholders participate equally in assets with ordinary shareholders 
upon the dissolution of the company Sometimes, however, preference 
shareholders are given this preferential right While the provision 
is important, experienced investors do not regard it as definitive , it 
becomes significant only upon dissolution, and investors do not buy 
shares m anticipation of dissolution Such protection, through 
added sacrifice of the ordinary shareholders, is theoretically designed 
to eliminate the temptation to wind up the affairs of the company 
through sale of its assets by those in control of the company’s 
affairs 

(3) Management participation 

Those who manage the affairs of a company, exercise control 
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through toting power AU shareholders have the right to vote 
Preference shares being a mixture of various rights and privileges 
obtained b> the reservation of authontv, have a wide variation in 
respect of voting power 1 Nevertheless the majority of preference 
shares carry the rieht to vote in the event of failure to meet prescribed 
standards of operation One circumstance which gives cause for 
voting is the omission of dividends A large number of American 
issues provide for the assumption of the right to vote as soon as two 
consecutive dividends are passed while others maj require as mam 
as four In India the preference shareholders assume voting right 
as soon as the dividend falls in arrears for an aggregate period of 
two > ears or for two consecutive vears as the shares are cumulative or 
non-cumulative respecmelv Because of a minontv position votinc 
power mav prove to be of little value unless it provides for the ngh! 
to elect a specified proportion of the directors 

Preference shareholders in India have a riaht to vote on those 
resolutions which directlv affect their own rights, viz., anv resolution 
for winding up the company or for the repavment or reduction of 
his share capital Cumulative preference shareholders are allowed to 
vote on all resolutions if at an> time the dividend is in arrears for an 
aggregate period of two vears and non-cumulative preference 
shareholders if the dividend is in arrears for two consecutive vears or 
for an aggregate of three vears comprised in six preceding vears. 
The voting nchts of preference shareholders cannot be disproportion- 
ate , thev are in proportion to the paid up value of preference capital 
to equitv capital or the companv 

(4) Protection against dilation 

The creation of anv prior or equal claim against the earnings 
or the assets of the company will operate to reduce the equity values 
of the preference shares The degree to which such dilution occurs 
is proportional to the number of shares issued with at least an equal 
claim against earnincs or against assets In the event of the creation 
of pnor claims, the dilution is proportionate to the ratio between 
(a) such prior claims, and (b) the excess protection b) way of earrings 
on assets previously available to the preference shares and the 
degree of the prior claim. If the clement of priority in preference 
m ta efar, drevr cto toA&r oi r sttcir stores' cumW sxd 
should be expected to demands voice m the mailer Some companies 
in America provide protection against dilution by stipulatmc that 
the creation of anv claim against earnings or assets equal to or 
superior to the preference shares shall require the consent of the 
preference shareholders in whole or m part Thus the same protection 
is given to the preference shareholders as is often extended to bond 
holders If voting power is given to the preference shareholders, 

1 An American study of 250 industrial preferred slc*ci issues b*iween 1954 and 
1946 revealed that ^0 issues contained permanent voting rights and 229 tad 
tempo ran voting rights (W B Tavlor Financial Policies of Buttress Er'et 
prise, 1956, p 147 
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then mere consent of the directors may suffice for the issue of addi 
tional preference shares A typical example of the protection enjoyed 
by preference shareholders is found in an American company which 
requires the consent of two-thirds of both ordinary and preferred 
stock before any mortgage or lien may be placed upon the property of 
thecompany or upon a subsidiary Another company s preferred stock 
must have two-thirds consent to issue additional preferred stock other 
than in exchange for convertible bonds 

It may be noted that the chief weakness of preference shares as 
investment securities lies in the ease with which an unscrupulous or 
improvident management may place bonds, notes and bank debts 
ahead of an alreadv existing issue of preference shares sold originally 
on the assumption that there were no prior liens (The preference 
shareholders in a company are usually investors whose concern m 
the management j$ indirect ) For this reason they are entitled to 
some measure of protection against the ill results of business policy 
for which they are only theoretically responsible The vitally 
important protection is that which safeguards them against the 
dissipation of the property of the business 

(5) Retirement of preference shares 

Restriction upon the issue of additional preference shares in the 
interests of greater safety of the preference and ordinary shareholders 
is a negative or preventive measure It seeks to prevent abuse of the 
preference privileges by circumvention There may be occasions 
when it will be desirable to reduce the number of preference shares 
outstanding over a period of time instead of merely preventing 
additional issues Many preference contracts carry a clause which 
stipulates that the company shall itself purchase and retire a certain 
number of preference shares Reduction of the preference shares 
may be compulsory under the terms the contract or it may b e made 
voluntary The general propositions governing reduction in the 
amount of borrowed capital by sinking fund, etc , are applicable 
Required reduction of preference shires may be brought about 
through one of the three processes (a) direct redemption, 
(b) redemption through sinking fund operations, (c) conversion 

Redemption — In America redemption is accomplished by the 
purchase of shares and cancellation of shares so purchased Cancel- 
lation actually retires and reduces the amount shown to be out- 
standing in the books of the company This is the protection against 
declining marketability of preference shares The majority of prefer- 
ence shares in America are callable at the option of the company 
Not only does optional redeemability permit a more flexible financing 
programme, but it provides an opportunity to use periods of easy 
credit and low money rates to escape from onerous terms Preference 
shares have a relatively high dividend rate and other attractive 
features which may at times prove to be undesirable to the manage- 
ment The redemption privilege offers a convenient means for the 
removal of these restrictions Since the exercise of the option is at 
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the discretion of the company. it may com* at a tine that is detri- 
mental to the investors who hold shares. A s a recall the redemption 
pnee usually includes a premium and the ‘•hares are callable onh at 
a figure above par. or above the original issue price in the case cf 
no-par shares. Consequent^ 3 sinking fund ma\ be required to 
make redemption both more certain and more svstematic 

The Indian law provides for such option to be exercised by a 
compam bv issuing redeemable preference shares or irredeemable 
ones In case the shares are redeemed out of profits of the compam 
a ‘Capital Redemption Resene Account is created for the purpose 
which senes as a sinking fund 

Redeemable preference shares — A compani if authorized bi its 
articles issues redeemable preference shares. These are redeemable 
on such terms and in such manner as ma\ be provided 21 the time of 
issue of thesr shares. They can be redeemed vaibn a specified period 
either out of divisible profits of the compam or out cf the proceeds 
of a fresh issue onh when the\ are full* paid vp 

Irredeemable preference shares — Shares which are not redeem- 
able are termed as irredeemable ones. 

Comer 5 wn — Com ertibihn affords an opportunity Tot the retire- 
ment of preference shares through their coni ersion into ordinary shares 
at the option of the shareholder Jn redemption option js ex erased in 
the compam . m emersion it is applied by the shareholder. The use 
of the privilege is naturahi inviting when <barr puces rise and Ihe 
share loses its appeal under adverse pner movements. If the ordman 
shares of a compam become of unusual value, the shareholder mav 
exerase his option by exchanging his preference shares for ordinary 
shares m accordance with the previouslv determined basis of exchange. 
Sometimes com ersioti privilege is for the purpose of simplifying the 
financial structure The attachment of conversion feature also mahes 
the shares more marketable and bnngs a higher price as well. The 
shares with the privilege of conversion are termed as convertible 
ones. 

Comertible or non-com er able preference shares — Convertible 
preference shares axe those the holders of which are given the neht 
of conversion into ordinary shares within a specified period or up to 
a speafied date The preference shares without such ntht of conver- 
sion ate termed as, rvatv- com erv.hle ones. 

Advantages of preference shares 

Although preference scares entail to the compam a hither cost 
than debentures and often impose various restraints on the freedom 
of future financing vet the foBowme advantages induce the compam 
to raise capital through preference shares 

A substitute for debentures — financial position of a compam 
-mas preclude the issue of high-grade debentures but m 3 v be 
satisfactory for the sale of preference shares. The earnings of & 
company may not be sufficient!} stable 10 meet the fixed charges on 
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debentures, but the average return may justify the use of preference 
shares 

Easy reorganization — Preference shares are convenient medium 
of satisfying junior debenture-holders’ demands in reorganizing 
companies that have failed 

Protection of control -Preference shares are not only a conve 
ment alternative for the raising of capital, but may also be favoured 
for reasons of control They usually have limited voting rights but 
seldom have authority to vote on operating policies By using pre 
ferencc shares controlling interests may v contmue their positions with- 
out further investment 

Investor's preference — Preference shares have a special appeal 
to those individual and institutional investors who want to go for a 
regular income Institutional investors such as insurance companies, 
trust companies and public corporations, are attracted to preference 
issues because higher yields can be obtained than upon debt securities 
and the risks of investment are apparently less than for ordinary 
shares Also individuals have evidenced a tendency to favour the 
imagined respectability of preference shares, in contrast to ordinary 
shares, and the higher yields, in contrast to debentures 

They are an intermediary security between ordinary shares and 
debentures There arc on the one hand investors of speculative 
nature preferring high yield ordinary shares and on the other the 
conservative ones preferring debentures Midway between the two 
are cautious type of investors who like to invest in preference shares 
Their chance of gain is limited , their chance of loss is unlimited 

Increased rate of return— Preference shares carry a fixed rate 
of return ard do not participate in increased earnings of the company 
They may therefore be issued in order to increase the rate of return 
on ordinary shares 

A tool of marketability — While marketing the ordinary shares 
and debentures, the preference shares may be issued as bonus shares, 
using them thereby as a tool to enhance the marketability of other 
securities 

Important medium of finance- Preference shares may be said to 
represent compromises between the corporation and the investor 
The security is a hybrid, because it combines the characteristics of 
both debt and equity securities As long as it appeals to both the 
issuer and the investor, it will remain an important medium of corpo 
rate financing Further, corporations sometimes may find it injudi- 
cious to mortgage their assets to raise additional capital by issue of 
debentures or the assets might have already been mortgaged , pre- 
ference shares might provide a convenient and economical method of 
raising capital under such conditions 

Other securities 

In addition to ordinary and preference shares, there are other 
ownership securities also, viz , (1) classified stock, (2) deferred, 
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founders', or management shares (3) pnor lien stock. (4) blanl 
stock. (5) guaranteed stock. (6J debenture stock and (7) special 
stock. 

Classified stock — Following the World War 1. a new tvpe of 
preference stock known as class A common stock was introduced 
in America Several historical developments accounted for the 
introduction of this i\pe of stock Dunne the 1920 s mam inves- 
tors were anxious to share in the prospentv of that period but wished 
to obtain stocks that carried dividend preference over ordin3rv 
common stock Bankers were willing to offer such slock Manage- 
ment was clad to issue it became it gave the holder no special hen 
on assets, no voice m compam control the stock was non voting 
Most of them have been no-par stocks The dividend rate has been 
higher than for most preferreds Usualh thev are participating 
Where corporations issue this class of stock the ordinan common 
stock is known as class B common stock 

Deferred shares — Founders shares, sometimes called promo- 
ters' or management shares and popularly known in India as deferred 
shares were issued in pavment for promotional services Thev used 
to be issued under the Indian Companies Act of 1913. but the Act 
of 1956 has abolished them No compam can issue deferred shares 
now Thev were also issued to underwriters m consideration ©f 
commission due to them from the company. These shares hav e the 
right to claim dividend after the preference (fixed rate) and ordinary 
shares (reasonable rate) are paid. When the companv was very 
prosperous, thev got huge dividends but when the companv earned 
less thev got small profits At dissolution, they were treated equalh 
with ordmarv shape-'* _Thev*^owrver. enjoyed greater voting rights 
to control management of the pompanv 

Pnor-hen siocP — It is a fprm of preferred security achieving 
a position of priority bv permission of the holders of other preferred 
slock which may be outstanding It is issued under financial 
duress. 1 q certain circumstancEs^exisims secuntv holders mav find 
it expedient to make such a_ sacrifice \VhEn new financing is diffi- 
cult dutstandmg srChnfv issues are in jeopard y . the sacnfice of 
pnonjvot claim because bf improved prospectsmav be sound policy. 

fijonk ztock \- Blank stock was issued in Amenca in 1929 for 
the first tune^undfr conditions of depression. The articles of associa- 
tion need hot '"describe such stock . directors are left free to offer it 
in senes, the terms of which mav differ with each senes. The 
directors are also authorized to stipulate the preferences, richis and 
liabilities of such stock This security provides the corporation with 
flexibility in ns financing since the directors are vutuallv given a 
blank cheque on the assets and earnmgs of the company. 

Guaranteed stock — It is created in America whenever a cor- 
poration other than the issuing corporation guarantees the pavment 
of the dividends upon an issue of stock The guaranteeing corpora- 
tion must pav the div idend or face receiv ersfnp as insolvent. The 
stock-holder is placed in the position of being a creditor of the 
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guaranteeing corporation while retaining all his rights in the issuing 
corporation The guarantee usually arises through the lease of 
corporate property A holding company may guarantee the divi 
dends on the subsidiary’s common stock, instead of purchasing the 
securities of a subsidiary outright The implication is that the 
dividends will be paid even though an impairment of capital would 
result 

Debenture stock — It is an English type of security and denotes 
an ordinary preferred stock and is more appropriately used to denote 
a bond issue where its nature can be ascertained only by reading the 
indenture 

Special stock — A special stock denotes uncommon characters 
tics not fitting in any classification 
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The Tata Iron and Steel Company Limited 

A 'Nofr on Conrfrsion <nf f8,7S0 Deferred Shirrs of Rs. ZO 
each into Ordinary Shares 

The Tariff Board is 1949. in reporting on the steel andusin. 
had recommended the abolition of the Deferred shares of the 
Company Soon after the Companv negotiated with Government fox 
a loan of Rs. 34 crores to meet the cost of replacements and expan- 
sion of the company's plant when Gover nment pressed the company 
for the conversion of Deferred shares into Ordinary shares. In the 
absence of a fas Durable response from the shareholders, the question 
was referred for opinion to zn independent person of high status. 
Mr Motllal C Setalvad. Attorney-General for Indi3, 2 s Mediator. 
The Company agreed to meet the costs of the mediation. A technical 
expert was appointed to advise the Mediator on rnpnrmns questions 
relating Jo the productivity and valuation of the plant and an 
Accountant to assist him in accounting matters. The two classes of 
shareholders also appointed tbeir own Action Committees and 
submitted elaborate statements 2 nd counter-statements m support of 
their respective new points and to control erl the statements of the 
other class. In both sets of statements, the need for conversion was 
accepted and the only question which was canvassed was the actual 
valuation of the Deferred shares in terms of Ordinary shares. 

Sev eral meetings w ere held before the Mediator in which Ihe 
parties were represented by Counsel, Solicitors and Accountants and 
a full and fair bearing was given to the parties. On the 10th 
Mav« 1953, Mr Setalvad gave his opinion m which he fixed the 
ratio of conversion at 6 Ordinary shares for 1 Deferred share 

The general effect of the conversion scheme was claimed as 
follows 

(a) With the cancellation of the Deferred shares, the special 
features relating to dividend and distribution of surplus capital on a 
winding up was to disappear 

(b) In their place, the Deferred shareholders would gel for 
each 3 Deferred share held before conversion 6 Ordmarv shares with 
a consequent sixfold increase in tbeir voting power and a dividend 
equivalent to six times the dividend on Ordinary shares. 

(c) On winding up they would be entitled to Rs. 75 per share 
in repayment of capital, as against Rs. 30 at that time and to share 
m all sjrplus assets along with other holders of Ordinary shares. 

(d) If the scheme of conversion were sn force earlier, the 
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higher dividend as follows should have accrued to Deferred share- 
holders 

Excess 

Dividend to Dividend to Deferred shareholders dividend 
Year Ordinary Before conver- Resulting from available to 
shareholders sion per share conversion per Deferred 
6 Ordinary shares shareholders 



Rs 

Rs 

Rs 

Rs 

1947-48 

14 

64 15 0 

84 

19 1 0 

1948 49 

14 

64 150 

84 

19 10 

1949-50 

16 

79 5 0 

96 

16 11 0 

1950-51 

18 

93 10 5 

108 

14 5 7 

1951-52 

21 

115 30 

126 

10 130 


(e) The Deferred shares were a great hurdle in capitalizing the 
Company’s reserves and the issue of bonus shares The conversion 
scheme, therefore, was taken up along with a scheme of bonus issue 
scheme It contemplated the distribution and allotment to holders 
of Ordinary shares, including Ordinary shares resulting from such 
conversion, of fully paid-up Ordinary shares in the ratio of 1 
additional share of each share held Thus, the Deferred share- 
holders got, after conversion, 12 Ordinary shares for every Deferred 
share held by them (6 on conversion and 6 additional fully paid 
shares) 

Scheme of Arrangement between the Company and Holders 
of Ordinary Shares and Holders of Deferred Shares in 
the Capital of the Company under Section 153 
oT the Indian Companies Act 

1 The Capital of the Company to be increased from Rs 
10,52,12,500/- to Rs 17,38.75,000/- by the creation of 9,15,500 new 
Ordinary shares of Rs 75/ each ranking as regards dividend, capital, 
voting rights and m all other respects part passu with the existing 
3,50,000 Ordinary shares which have been issued and are fully paid 
up 

2 The holders of the 48,750 Deferred shares in the capital of 
the Company which have been issued and are fully paid up shall for 
and in lieu of each Deferred share held by them respectively, and in 
consideration of the extinguishment or modification (herein provided) 
of the existing rights and privileges attached thereto receive and 
become holders of six fully paid Ordinary shares in the Capital of 
the Company as follows 

0) 5$ Ordinary shares by capitalization of reserves and the 
distribution and allotment as fully paid up of Ordinary 
shares as provided by Clause 3 hereof , and 

( 11 ) a further s of an Ordinary share under the reorganization 
and consolidation of the two classes of shares, Ordinary 
and Deferred, into one class of Ordinary shares as provid- 
ed by Clause 4 hereof 
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3 A sum of Rs 2,04,75 ,000 - being part of ibe sum standing 
to the credit of the General Resene Fund shall be capitalized and 
utilized for the payment and issue as fullv paid up of 2 73 000 new 
Ordinary shares of Rs 75 - each The said 2 73 000 Ordman shares, 
which shall rank for dividends voting rights and in ail other respects 
pan passu with the existing Ordinary shares of the Companv 'hail 
be distributed amonnst and allotted as fullv paid up to the holders 
of the said 4S,750 Deferred shares in the capital of the Company in 
the proportion of 5* Ordmar> shares for each Deferred share held 
by such holders respectively on the footing that the\ bnrome entitled 
thereto as capital 

4 The 6,23 000 Ordinary shares (made up of 3,50,000 existms 
Ordinary shares and 2,73 000 new Ordman shares) of Rs 75 - each 
and the said 48,750 Deferred shares of Rs 30 - each shall be reorgs 
mzed and consolidated into one class of 6,42,500 Ordinary shares 
of Rs 75 - each (on the basis of the said 48,750 Deferred shares 
being replaced by 19,500 Ordinary shares at the rate of 2 5th of an 
Ordinary share of Rs 75 - for each Deferred share of Rs 30 -) and 
such reorganization and consolidation be effected b\ the extinguish- 
ment or "modification of the special rights, privileges and conditions 
attached to the shares of the said two respective classes inter se (as 
set out m the Memorandum and Articles of Association of the 
Company) so that the said Ordinary shares and the said Deferred 
shares shall become and be regarded as forming one class of Ordman 
shares ranking pan passu as regards dividends, voting rights and in 
all other respects 

5 A further sum of Rs 4,81,87,509 - being part of the sum 
standing to the credit of the General Resene Fund shall be capitalized 
and utilized for the pavment and issue as fulh paid, of further 
6,42,590 new Ordm2n shares of Rs 75'- each The said 6 42,500 
new Ordman shares which shall rank for dividends, voting rights 
and in all other respects pan passu with the 6,42 509 Ordinary shares 
of the Company resulting from the reorganization and consolidation 
referred to in Clause 4 hereof shall be distributed amongst and 
allotted as fully paid up to the holders of the said last mentioned 
6,42,500 Ordinary shares m the proportion of one new Ordinary 
share for each Ordinary share held by such holders respectively on 
the footing that they become entitled thereto as capital 

tf fa)' Dividends on the said 48,750 Deferred shares sfiaff 
cease to be pavable as from the date this Scheme 
becomes effective in terms of Sec 153 (3) of the Indian 
Companies Act Notwithstanding that any such divi- 
dend shall relate to an accounts vear of the Comp30' 
terminating prior to such date 
(6) The 9,35,000 new Ordinary shares made up of the 
9,15,500 new Ordman shares created and issued and 
allotted in terms of clauses 3 and 5 and the 19,500 
new Ordman shares resulting from the replacement 
of the existing Deferred shares on the reorganization 
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and consolidation of capital in terms of clause 4 shall 
be entitled to rank pan passu along with the existing 
3,50,000 Ordinary shares for all dividends declared on 
or payable in respect of Ordinary shares after this 
Scheme becomes effective in terms of Sec 153 (3) of 
the Indian Companies Act as aforesaid notwithstand- 
ing that any such dividend shall relate to an accounts 
year of the Company terminating prior to such date 

7 For the purpose of giving effect to the provisions of clauses 
2, 3, 4 5 and 6 hereof the Directors may 

(<i) call in certificates of Deferred shares for cancellation and 
issue new certificates of Ordinary shares in exchange 
thereof and fix dates within which such exchange may be 
effected , and 

(6) settle any question or difficulty whatsoever which may 
arise (including any question or difficulty arising in 
connection with any deceased or insolvent shareholder or 
any shareholder suffering from any disability) 

8 The Company s Memorandum and Articles of Association 
shall be regarded as modified in accordance with this Scheme of 
Arrangement In particular the Articles of Association of the Com- 
pany shall be deemed to be altered in manner following 

(i) For Article 4 substitute the following Article 

•4 The present Capital of the Company is Rs 
17,38,75,000/- divided into 50 000 six per cent Cumulative 
Preference Shares of Rs 150/- each, 7 00,000 seven and 
half per cent Cumulative Second Preference Shares of 
Rs 100'- each and 12,85,000 Ordinary shares of Rs 75'- 
each 

(n) In Article 82 for the words ’‘Ordinary and/or Deferred 
Share" substitute the words "and Ordinary Share 

(in) For Article 140 substitute the following Article 

“Subject to the provisions of these Articles and the 
terms of the Scheme of Arrangement sanctioned by the 
Court for conversion of the former Deferred shares of the 
Company into Ordinary shares, the profits of the Company 
which it shall from time to time be determined to divide in 
respect of any year or other period shall be applied first in 
paying the fixed cumulative preferential dividend at the 
rate of six per cent per annum on the capital paid up on the 
Preference shares to the close of such year or other period 
and secondly, in paying the fixed cumulative preferential 
dividend at the rate ol seven-and-half per cent per annum 
on the capital paid up on the Second Preference shares to 
the close of such year or other period, and the balance of 
such profits shill be divisible among the holders of 
Ordinary shares in proportion to the amount of capital 
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paid up on the shares held by them respectively to the 
close of such year or other period ** 

9 This Scheme of Arrangement is conditional on 

(а) the necessary resolutions (special or otherwise) for increase 
of capital and capitalization of reserves being duly passed , 

(б) the consent of the Government under the Capital Issues 
(Continuance of Control) Act, 1947, being gi\en to the 
issues of capital provided under this Scheme of Arrange- 
ment , and 

(c) the Scheme being agreed to by the requisite majorities of 
holders of Ordinary and Deferred shares respective!) and 
sanctioned by the Court under Section 153 of the Indian 
Companies Act 

Accordingly in the event of alt or any of the above conditions 
(a), (b) and (c) not being fulfilled the Scheme shall become void 

10 The Company may (by its Directors) assent to any 
modification or condition which the Court may think fit to approve 
or impose 
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A corporation may raise capital in two ways (i) by taking the 
persons who furnish it into the enterprise as owners, and (11) by 
making them creditors Those who become owners are known as 
the shareholders or stockholders and the capital they furnish is known 
as equity capital ' The money that creditors furnish is known as bor- 
rowed capital The former serves as the base, while the latter is only 
subsidiary because without the permanent investment of equity capital 
by the share or stockholder it would not be possible for a corpora- 
tion to borrow 

Distinction between equity capital and borrowed capital 

Financially, there seems to be no difference between equity capital 
and borrowed capital Both the owner and the lender supply the 
corporation with funds , both seek to obtain income from their invest- 
ments and both expect their principal to be returned to them 
Legally, however, the distinction is clear Equity capital represents 
ownership capital, the proprietory interest Those who supply debt 
capital, on the other hand, are lenders The contract between the 
lender and the borrower provides that the borrower will pay the 
lender a specified rate of interest during the life of the loan and repay 
the principal at a specified time 

The usual characteristics which distinguish equity capital 
(shares) from borrowed capital (debentures and bonds) are 

(1) Prior clam — The lender’s claim constitutes prior right 
which must be satisfied in full before anything can be paid to any 
shareholder 

(2) Interest a constant claim — The interest owed to the lender 
is a constant claim which must be met regularly in order to avoid 
insolvency regardless of earnings or financial condition Dividends 
to shareholders are possible only when earnings warrant, and even 
then are paid only at the discretion of the Board of Directors Pay- 


* Charles W Gerstenberg, Financial Organization and Management of Business 
1960 p 102 
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ment of interest upon debentures or bonds is therefore spoken of as 
2 . fixed charge, while the dividends paid upon shares are termed: as 
contingent charges 

(3) Interest a fixed amount — The interest on debentures or 
bonds is a claim for a fixed amount at a fixed rate, while payments to 
shareholders may or may not be a constant sum 

(4) Date of maturity —Bonds and debentures have a definite 
maturity date upon which the fixed principal sum is repaid shares or 
stock have none 

(5) Right to a to tee in management — Debenture or bondholders 
ordinarily do not have voting rights and therefore have no voice in 
the management of the corporation , the shareholders have a voice in 
the management through their voting rights 

Reasons for issue of bonds or debentures 

A question obviously coming to the mind of an ordinary ob- 
server is whv should a corporation prefer borrowing to raising funds 
by issue of shares A simple answer to this question is that it 
borrows when debt financing appears to be a more economical method 
of obtaining needed capital There are man) other reasons as well 
The important ones are 

(1) Debt may be the only available source of funds— Mam 
small and medium sized businesses are so impermanent as to make 
permanent ownership investment risk v and impractical for outsiders 
Such concerns may, however, own assets which would make a long 
term credit practical Institutions like life insurance companies and 
savings banks with plentiful funds for investment, mav readily agree 
to lend when an ownership investment would be prohibitnelv risky 
If a small business lacks permanent assets suitable as a basis for long- 
term credit, it will have to depend upon short term credit, which will 
be renewed as long as the business seems able to assure ultimate re- 
payment Similarly, when a government agency extends financial aid 
to a business unable to raise funds elsewhere, it takes a creditor s 
ralber than an ownership position 

(2) Lower cost of funds — Bonds or debentures represent less 
investment risk than shares In order to find bjyers, a corporation 
may offer 4% interest on debentures or bonds, whereas its shares 
would have to hold out the hope of earnings of twice that amount 
In 1945, the usual earnings of different securities were bonds 2 87%, 
preferred stock 3 70° 0 and common stock 4 1% This indicates 
that an investor accepts readily a lower annual payment on lendings 
than on shares The tax advantage of borrowing makes the real cost 
of debt financinc lower than that of financing by sale of shares or 
retained earnings 1 

r There is the saving in corporate income tax m debt financing \\ hen a corpo- 
ration incurs debt it only needs to cam a rupee over and above operating 
expenses to be able to pay a rupee of interest charges If shares ere issued the 
corporation must earn enough to cover the amount payable to shareholders 
and the concomitant income taxes as well. 
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(3) Investors' preference — Only persons who can best afford to 
assume hazards and bear losses when they do occur should prefer 
investment in shares, while those of cautious nature and conservative 
temperament prefer to buy debentures or bonds Many major finan- 
cial institutions, such as commercial banks, savings banks, and life 
insurance companies, do not invest any substantial part of their funds 
in shares because their major obligations are payable m a fixed 
number of rupees fn USA, the actual experience between the 
years 1929-47 goes to show that out of a period of 19 years in as 
many as 18 years (one single exception being 1929) a larger part of 
corporate financing was in the form of bonds (i e , borrowed capital) 
rather than in shares , the proportion in some of the years was 


Year 

Percentage of total finance 


Stocks 

Bonds 

1932 

4 

96 

1934 

7 

93 

1935 

7 

93 

1938 

5 

95 

1941 

U 

89 

1942 

12 

88 

1943 

16 

84 

1944 

16 

84 

3945 

2) 

79 

1946 

32 

68 

J947 

24 

76 


(4) To avoid sharing the voting privilege— When a corporation 
issues new voting shares, the shareholders must increase their holdings 
in the ratio that the new share bears to the outstanding share if they 
wish to continue to wield the same proportion of voting strength 
Leading shareholders may find increased investment either undesir- 
able or inopportune and so many prefer financing with debentures or 
bonds or non-voting preference shares If may be noted that the 
smaller the corporation and the more concentrated the holdings, the 
greater will be the concern over voting power Thus, to maintain 
control and still obtain outside funds a company may borrow rather 
than sell more voting shares 

(5) Trading on the equity — To borrow at 5% and earn 8% is 
profitable financing for anyone This principle is known as ‘trading 
on the equity’ This means that the company gives the lender a 
claim against its equity, or net worth, in exchange for the use of 
'cheap capital’ The difference between what the company pay? for 
borrowed funds and what it earns by employing those funds belongs 
to the equity holders The shareholder can enhance their total returns 
by trading on the equity This use of the credit of the corporation is 
an important reason for borrowing though only concerns with great 
stability in earnings should attempt it as a permanent policy 
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(6) Broadened market for securities — The use of debentures 
and bonds invites into the market the funds of persons not interested 
m acquiring ownership risks or responsibilities Likewise a concern 
can approach buyers of an area in which it is not well known with 
an offer of us bonds or debentures more readilv than with its share 
agreements Thus funds have been drawn into the large «cale 
enterprises of the eastern and central United States from the invest- 
ments of all areas of the countn resulting in good national distribu- 
tion of funds 

There are tnan> other considerations in favour of debt capital 
Stable or rising commoditv price levels engender business optimism 
and encourage borrowing. At such times the hazards of trading on 
the equilv are discounted and debts are cheerfuJlv assumed A 
corporation in need of funds attempts to obtain those funds from 
the cheapest possible source The use to which such funds are to be 
put determines the source For example, a corporation can borrow 
to finance the construction on the purchase of plant and equipment. 
Logicall) the Joan would be secured bv these assets and the 
duration of the loan would be related to the life of the assets Other 
specific purposes for borrowing include the consolidation of a vanct) 
of existing debts and the financing of mergers or consolidations 

Classification of debt securities 

The nomenclature of debt securities is different in different 
countries (i) In the United Kingdom and India the term Debenture 
is common but (n) in the United States the popular term is Bond 
In the US, however, sometimes a distinction is made between a 
bond and a note The term ‘bond* refers to a long term debt, 
particular!) one issued to the general public On the other hand, 
the trim ‘note" refers to a debt of comparatjveh short matuntv 
having a limited number of holders Generallv, in a note, the terms 
and provisions of the debt are set forth in the document itself , in a 
bond, thev are found in a separate instrument known as an 
‘indenture’ But in recent ) ears, there has been a tendencv to use 
the terms ‘note’ and ‘bond* inlercbanseabh 

(i) Debentures 

The word ‘debenture’ is derived from the Latin word debere 
nkich means ‘ft? <?« c People « iro crsof fa scipph provisions fa the 
royal household in ancient davs, were given vouchers which were 
paid after sometime on presentation Thus a debenture is an 
acknowledgement of a debt, given under the seal of a companv and 
containing a contract for the repayment of the principal sum at a 
specified date and for the pavment of interest (usual! v half v earlv) at 
a fixed rate per cent until the principal sum is repaid and it mav or 
mav not create a charge on the assets of the companv as secuntv for 
the Joan 

The Indian Companies Act does not define the term ‘debenture’ 

It sim.pl> states, “debenture includes debenture stock, bonds and anv 
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other securities of a company, whether constituting a charge on the 
assets of the company or not” [Sec 2(12)] The law includes 
debenture stock and debenture bonds in debentures, but the two 
terms are not identical They differ from each other, just as 'share’ 
and ‘stock’ do The difference is in form and not in substance The 
debenture stock is borrowed money consolidated into one mass for 
the sake of convenience Fach lender, instead of having a separate 
mortgage, has a certificate which entitles him to a share in one large 
Joan. The issuing company mortgages property with the trustees 
through a trust deed for the benefit of the holders of debenture stock 
The certificates of debenture stock arc not of any fixed amount They 
may be issued for any amount that is lent by an individual, eg, for 
Rs. 1,500 or Rs 200 (even if the value of a debenture may be 
Rs 500) Debenture stock is transferable in any fractional parts 
unless the articles provide otherwise and is payable only at the time 
of winding up of the company 

On the other hand, a debenture bond denotes the description 
of an instrument and is transferable in its entirety and not in 
fractional parts It is payable at some specified time mentipned in 
the instrument It is the most common form of taking long-term 
loans 


Glassification of debentures 


Debentures may be classified on the basis of (a) transferability, 
(b) security, and (c) redeemability 

(a) Transferability 

(l) Registered Debentures 
(it) Bearer Debentures 

(b) Security 

(0 Simple, Naked or Unsecured 
(u) Secured or Mortgaged 

(c) Redeemability 
(i) Redeemable 
(u) Irredeemable 

Debentures 

I 


Registered 

I 


Secured 

l 


\ 


I 


Redeemable Irredeemable 

r 

Redeemable 


Secured 
1 


Redeemable Irredeemable 


Irredeemable Redeemable Irredeemable 
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Registered as well as bearer debentures can both be secured and 
redeemable as also unsecured and irredeemable or even secured and 
irredeemable Thus, each debenture can have attributes of transfer- 
ability, secunt> and redeemabilitv 

Registered debentures— They are registered (entered) in the 
boohs of the companv and are payable to the registered holders who 
cannot negotiate their holdings except in the manner laid down in 
the law The interest is also payable to the registered holder through 
the interest warrant The interest coupons are however negotiable 
Bearer debentures — The debentures which are not registered in 
the boohs of the company and pavable to the bearer thereof are called 
bearer debentures The interest due is paid to the holder irrespective 
of identity Coupons are frequently attached to such debentures for 
the payment of interest They are transferable by mere delnerv 
There is no necessity of executing a transfer deed and registration 
in the boohs of the company and no stamp dutv is pavable on such 
transfer They are negotiable instruments and a person who acquires 
them for value in good faith and in due course gets a good title 
notwithstanding am defect in the title of the previous partv He 
becomes a holder in due course 

The holder of bearer debenture has the option to get his name 
registered in the boohs of the company on payment of a nominal 
fee He can get his registration cancelled whenever he liVes b\ 
putting an application therefor and on payment of cancellation fee 
After this the debenture gets its old status 

Simple, naked or unsecured debentures— On such debentures 
no security is given to the lender for the payment of interest and re 
pavment of capital Their holder ranks as ordinary creditor of the 
company in liquidation Such debentures are not verv popular since 
nobody likes to put his capital to risk 

Secured or mortgaged debentures — These debentures are secured 
by a charge on the assets of the company In case of default, the 
creditor can make good his loss from the assets charged The charge 
may be a fixed (specific) or a floating charge 

Redeemable debentures — These are repayable after a stated 
period of lime 

Irredeemable debentures — These are not repayable during the 
Jife time of the company issuing them. Thev are also known as 
perpetual debentures When the company goes into liquidation, thev 
become repayable They also become repavable m case of serious 
default on the part of the companv viz., non pavment of interest 

The trustees for debeniureholders — It is not possible for a 
companv to grant a charge on its assets to individual creditors who 
are in thousands when the debentures arc issued to the public since 
the debentureholders are scattered over long distances and as such 
cannot act as a single person It is impossible for the companv to 
give each one of them custodv of the title deeds of the mortcaged 
propertv To overcome this difficulty, the trustees for debenture 



Corporate Creditorship Securities 61 


holders are appointed The company acknowledges its indebtedness 
to the trustees and conveys to them legal and equitable interest in its 
fixed and floating assets by way of security for the loan and rt gives 
them custody of the relevant title deeds Thus, the debentures are 
secured by means of a Trust Deed 1 conveying the company's property 
to the trustees to be held m trust for the common benefit of all deben- 
tureholders If an event happens upon which the security becomes 
enforceable, the trustees are empowered to take action on behalf of 
alt the debentureholders The chief functions of the trustees are 

(1) To take charge of the documents of title investments, etc 
representing the security 

(2) To ensure the maintenance of security in a right manner, 
e g , by the investment of any redemption fund 

(3) To ascertain that conditions of issue of debentures are 
being complied with by the company 

(4) To take necessary action on behalf of debentureholders to 
safeguard their interests and to enforce the security by the appoint- 
ment of a receiver 

(5) To sell the security without going to a court of law and 
act promptly and effectively 

Advantages of debenture finance 

Debentures serve as an important source of company finance 
and their importance in total finance of companies is growing day by 
day The chief advantages are 

(1) It is easier to raise sufficient funds by means of a debenture 
issue as it is possible to tap the resources of the people of conservative 
nature who desire to get a fixed income without much risk The 
fixed interest on debentures must be paid every year by the company 
whether it earns any profit or not 

(2) The fear, that if too many ownership securities are issued 
the rate of return on them may fall down, is removed, since the return 
on debentures is fixed leaving the rest for being shared by the share- 
holders 

(3) The debenture issue reduces dependence of the company on 
uncertain sources of finance such as public deposits and commercial 
banks 

(4) The debentures are a cheaper source of finance as the rate 
of interest on them is lower than that on short-term borrowings 

(5) When prosperity disappears and hard times come, the 
company may not find it easy to pay a reasonable return to share 
holders, bat it nvN be sdrtsabie to keep the cspttsl siroetare low by 
issuing redeemable debentures The company can easily set apart 
every year a small part of its annual profit as a reserve for redemp- 
tion of debentures The sinking fund so created may be used for the 

1 Important clauses of a Trust Deed are given in the Appendix at the end of this 
chapter 
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redemption of debentures when the time comes and by reducing 
thereby the burden of interest graduall) 

(6) The company can raise finance by means of debentures 
without giving control in management of the company 

(7) There is a certainty of finance for a specified period and 
the company can adjust its financial plan accordingly 

(8) The debentures have a great market response during the 
period of depression 

(9) A company might have taken several small loans at high 
rates of interest »n the past These loans can be convened into a 
single issue at a lower rate of interest affecting a substantial saving 
thereby 

(10) The debentures are a desirable source of finance for 
monopoly enterprises like railwavs tramways and electricity supply 
companies whose market credit is good and where debentures are 
readily saleable in the market on account of their earning power 
Limitations of debenture finance 

The use of debentures is a desirable method of long-term 
finance as it ensures economy, but it has its limitations also All 
companies cannot use debenture finance since a company must have 
sufficient tangible assets to offer as security before it can issue 
debentures It should also have regular earnings to pay debenture 
interest Other drawbacks of debentures are 

(1) Debentures impose a great burden on the finances of the 
companv since interest must be paid whether there is profit or not 

(2) Being secured against the assets of the companv, deben- 
tures affect its credit in the market The result is that even banks 
which supply short-term finance to companies curtail their credit. 

(3) If the business of a company is of speculative nature and 
its earnings aTe fluctuating from year to year, it should ordinanlv 
issue no debentures, because constant interest payments weaken its 
financial position and become a danger to the very existence of the 
enterprise 

(4) A company with a low proportion of fixed assets to total 
assets will not find itself in a favourable position to issue debentures 
as it has no sufficient security to offer to debentureholders 

It is probably on account or these limitations that debentures 
in India are not very popular mode of corporals finance The 
reasons for their unpopularity are 

(1) No free morket—The market for debentures in India js 
limited The Indian investor generallv cares more for safety of his 
investments rather than the income and prefers land and house 
property to industrial ventures Hence debentures with a fixed yield 
of interest and with no good prospects of capital appreciation do 
not attract him Institutional investors, such as banks, insurance 
companies and investment trusts, do not also like industrial deben- 
tures They prefer government securities as a better investment. 
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(2) Heavy stamp duty — The heavy stamp duty on their 
transfers restricts, to a certain extent, the creation of a free market 
in them 

(3) High denomination — Debentures in India are of a very 
high denomination, usually of Rs 500 and Rs 1,000, and are thus 
beyond the means of the investor of moderate means 

(4) Attitude of banks — A company which issues debentures 
finds its credit weakened in the eyes of the banks The banks think it 
as an indicator of weak financial position and look at it with disfavour 
The shares of a concern, which has issued debentures, cease to be 
acceptable as collateral security The reason for this attitude is 
obvious since debentures are a first charge on the assets of the com- 
pany and it is supposed that the security for bank credit is necessarily 
less in the case of a company which have issued debentures 

(5) Terms not attracti\c — There has been little variety in the 
types of debentures offered to the market and debentures with no 
special attractive terms do not find favour with the investor in India 
In other countries debentures are offered for sale in attractive and 
varied forms, such as guaranteed, redeemable on high premium, 
debentures having the right to appoint a few directors and to 
purchase ordinary shares at concessional rates, and so on The 
companies in India should follow a similar policy and should offer 
debentures on liberal terms 

(6) Gaiernment's fiscal policy ~ The fiscal policy of the Govern 
ment is also responsible for unpopularity of debentures to a certain 
extent The high excise duty, high taxation of profit and ineffective 
protection against foreign competition are other measures restricting 
the flow of capital into industry • 

(7) Heavy expenses of issue— The rate of interest on debentures 
in India is relatively high varying from 5% to 9% In addition, the 
initial legal charges and stamp duty and underwriting commission 
etc , make debenture issue very expensive and unattractive as a form 
of company finance 

(8) No advisory services — There arc no sound advisory services 
in India for the guidance of the public as in many western countries, 
except commercial banks and a few stock exchanges whose services 
arc not available at all places 

It may, however, be noted that with the expansion and deve- 
lopment of the capital market in India, the debentures are likely to 
become more popular in future 
(ii) Bonds (U.S.A.) 

A corporate bond is a written promise, under seal, to pay a 
specified sum of money at a fixed time in the future, usually more 
than ten years after the promise is made, with interest at a fixed rate, 
payable at specified interest dates* The amount of the bond is 

i Charles W Gerslenbcrg, Financial Organization and Management of Business, 

I960, p 104 
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ordinarily $ 1,000, although 5 500 bonds, < 100 bonds, and e\en * 50 
bonds are becoming common 

Usually a corporate bond is one or a number of similar bonds, 
all of which are covered b> a so-called deed of trust that sets forth 
the obligations of the corporation and the rights of the bondholders 
The deed of trust is made out to a trustee who represents all of the 
bondholders, whoever and wherever they may be at anv lime 

The more prominent features of a bond are 

1 A definite promise to pay as to principal amount 

2 A definite promise to pav as to interest 

3 A definite life 

4 A statement of the tender or medium of payment 

5 The place of payment 

6 Reference to the bond indenture for other rights and power 
such as limitations upon the issuance of additional securi- 
ties, curtailment of management prerogative in the event 
of failure to meet prescribed conditions, action in the 
event of default of interest or principal payments, etc 

Parties to bond issue . There are three parties to a bond 

issue 

1 The corporation wishing to borrow the money 

2 The trustee through whom the corporation deals with the 
bondholder Because there may be manv bondholders (when bonds 
are sold to the public) scattered widely, under the circumstances, 
it is not practical to deal with each of them individually, and the 
corporation appoints a third party as a trustee to represent the 
bondholders The corporation mal.es an agreement with the 
trustee or trust company which is variously called the “deed of 
trust ’, ‘ trust agreement \ “trust indenture", etc setting forth the 
obligations assumed by the corporation and the rights to be acquired 
by the bondholders 

3 The bondholders who participate »n the loan and who 
receive as evidence of their participation one or more bonds The 
contract between the corporation and the bondholders consists of 
the bond and the deed of trust 

The trustee A corporation mortgage is a triangular agreement 
between the trustee, the bondholders, and the corporation The 
trustee is an agent of both the corporation and the bondholders. 
Although he is the agent of the bondholders, his appointment is 
made by the corporation long before any of the bonds are sold, and 
without consulting the bondholders 

Any competent person may sene as trustee, but the usual 
practice is to appoint a company A corporate trustee has the 
advantage of continued life and senes with efficiency of a specialized 
occupation It is, however, customary to appoint a natural person 

in addition to the corporate trustee This dual trusteeship mahes *t 
possible to meet the requirements of those places m which the 
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corporate trustee is unable to act for the bondholders The trustee 
may be changed from time to time in the event of death or resignation, 
m keeping with provisions included in the underlying indenture 

Duties of trustee— The primary duty of the trustee is to protect 
the interests of the bondholders The corporation is accountable 
to the trustee for neglect in its management of the property covered 
by the trust deed If the trustee fails to see that the corporation 
neglects to protect such property, the bondholders may have the 
trustee removed and a new trustee appointed The trustee is not a 
guarantor of the bonds He is, however, liable to the bondholders 
for the breach of his trust Thus a trustee who certifies bonds upon 
delivery of securities that do not satisfy the requirements of the trust 
deed may be held guilty of negligence A trustee who fails promptly 
to notify bondholders of the corporation’s default may be held liable 
in damages to the bondholders 

Among the more important duties of a trustee are 

1 Certification of the securities issued— Retort the bonds are 
issued, the trustee must authenticate them Authentication consists 
simply in signing a certificate usually found on the outside panel of 
the bond The authentication shows that no more bonds have been 
issued than are authorized in the indenture This certification is not 
a guarantee of the legal validity of the bond issue But the certifi- 
cate does protect an innocent purchaser of the bonds, even if they 
are wrongfully sold or pledged by an officer of the company for 
his own benefit 

2 Checking of performance— The trustee is usually required 
to examine the company’s property and accounts from time to time 
to see that they meet the terms of the mortgage on indenture He 
must also check the existence of proper insurance, payment of taxes, 
etc The trustee must see that the corporation performs all its 
obligations under the indenture To enable it to do so, the trust 
deed usually gives the trustee the right to inspect the books and 
records of the company, and to request the corporation to furnish it 
with such information and statements as it needs for the purpose 
The trustee also receives copies of annual reports and of other 
information that must be filed with the Securities and Exchange 
Commission 

3 Action ui default— In the event of default in interest or 

principal payments, the trustee is expected to notify the bondholders 
and to take proper action against the mortgagor The trustee is 
permitted to take possession, obtain the appointment of a receiver, 
TSse&Knm. Viit efi *A«, \sATi , nut to sssftvw, 

judgement in its own name against the corporation for the total 
amount of principal and interest due and unpaid The trustee is 
usually required by the indenture to exercise the care of a prudent 
man similarly situated in carrying out its duties, rights and obliga- 
tions under the indenture The indenture may provide that not less 
than a majority of the bondholders may direct the time, method, and 
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place of conducting any proceeding for any remedy available to the 
trustee 

Documents of bond issue Bond js a sort of contract between 
the issuing corporation and the bondholders There are several con- 
ditions governing the issue The conditions are laid down in a 
document and serve as the basis of the contract and protection to 
the bondholders In the United States of America, there are three 
such documents in use (1) Indenture, (2) Bond, and (3) Mortgage 

(1) The indenture — One of the most important instruments 
relating to corporate financing in U S A is the indenture 1 An 
indenture is a contract or an agreement between the company, the 
trustee and the bondholders, which covers the terms and conditions 
pertaining to a bond issue It is usually called a ‘mortgage indenture' 
when used in connection with securities supported by a mortgage , 
when used with unsecured obligations, it is generally known as a 
‘trust indenture’, ‘corporate indenture', or ‘trust agreement' 
Besides including the duties of the trustee, it contains complete provi- 
sions having a bearing upon the bond issue As a result, the inden 
ture is commonly as large as a book covering from fifty to several 
hundred pages, the existence and contents of which are known to 
but a few bondholders Seldom would any one be asked to read it 
Yet it is the source of bondholders* rights and the corporation’s 
obligations The following summary of its contents may clear its 
nature and purpose 

1 Preliminary recitals of the parties , authorization of the 
bonds , and the form of the bonds, interest coupons, registrations 
and trustee's certificate 

2 Statement of the mortgage or deed of trust with a detailed 
description of the property security 

3 Covenants of the company issuing the bonds to pay the 
principal and interest when due , to carry insurance and pay taxes , 
and usually to protect the bonds with such provisions as limitation of 
additional security issues according to the terms of the indenture, 
limitation on dividends on common stock in the event of failure to 
meet prescribed standards, etc 

4 Provisions covering the sinking fund and the redemption of 
the bonds 

5 Statement of the duties of the trustee 

6 Definition of default and provisions for action by the trustee 
m this event 

7 Miscellaneous provisions covering supplemental indentures, 
status of the bonds in the event of merger or consolidation, bond 
holders' meetrogs, etc 


1 The word ‘indenture* stetnps from early times when agreements were written 
twice on a page w the original after which the page was torn and the separate 
pieces given to the parties involved If the indentations of the tear matched 
validity of the agreement was established 
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(2) The bond — The bond instrument itself merely contains a 
promise to pay a certain specific amount of the total debt with 
interest, and gives a summary of the mam terms of the borrowing 
The bondholder must look to the indenture for the full details of the 
issue The bond is a negotiable instrument executed by the borrower, 
usually in the name of ‘bearer This instrument then passes without 
registration, though by election a purchaser may choose to have a 
registered bond in his own name Each one of the bonds is a unit 
part of the whole loan, the full terms of which are contained m the 
indenture A bond issue without security would be complete with 
the creation of these two instruments (indenture and bond) Should 
the issue have an agreement for mortgage security, the indenture 
would describe the full terms of the mortgage also 

(3) The mortgage — When it is desired to give security upon real 
or personal property as a grant of priority in payment to a creditor, a 
document in special form known as a mortgage is made In the case 
of corporate issues, this mortgage will be signed by the corporation 
and made over to the trustee of the bond issue as part of the inden- 
ture The trustee becomes the legal holder of the mortgage but on 
behalf of the equitable interests of the bondholders, this instrument 
is placed upon the public records in accordance with the filing require- 
ments of each jurisdiction where any of the property is located 

Classification of Bonds 

Bonds are by far the most important mode of corporation 
finance in the U S A They have such a large variety of forms that tt 
is almost impossible to arrive at an agreed classification They vary 
consider ibly in their terms and conditions Most issues combine so 
many different features that they may belong to more than one 
division of any classification which might be established In principle 
however, some sort of classification (grouping like with like and 
differentiating from the unlikes) may be found useful Although 
rigid classification is impossible, tentative groupings may be presented 
as an aid to study Broadly four bases have been adopted for the 
classification of bonds 

1 The character of issuing authority 

2 The character of the security 

3 The purpose of the issue 

4 The mode of payment of interest and principal 

The following is a summarized version of a bond classification 
which has been widely used 1 

l According to the character of issuing corporation 
A Civil loans— federal, state, municipal, etc , or 

(i) United States Government bonds, (u) State and 

t William H Husband and James C Dockeray, Modern Corporation Finance, 
1957 p 114 
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city securities (»») Foreign eovn?iineni and municipal 
loans 

B Corporate loans ie bonds of railroads public mill 

ties industrials 

II According to the character of the *acum\ of the bonds 

A Unsecured Debenture bonds income bonds 
receivers certificates convertible bonds short term 
notes 

B Secured or re-enforced 

(i) Non property security assumed guaranteed 
joint bonds 

( 11 ) Property security (a) Personal property (collateral 
trust equipment trust sinVin* fund bonds) (b) 
Real property (firs: mortgage gerrral motttrT- 
consolidated mortgage first and refunding mort 
soft Jwsr a.tuJ ax osnlUdsinj mort sane bonds) 

III According to the purpose of the issu- 
A- Civil (drainage school street c-ic ) 

B Corporation (i improvement rtfundinc purchase of 
equipment or plant consolidation etc.) 

1\ According to payment of interest and principal 

A. Payment of interest (registered, coupon contingent 
etc ) 

B Payment of principal (collateral convertible s-nal 
sinbn** fund maturity etc.) 

According to another authority 5 the bonds base been classified 
according to (i| the purpose of the issue (n) the security of pnncip-J, 
(m) the determination of interest O') the manner of payment of 
interest, and (y) the manner of payment of principal as follows 
j As to purpose 

1 Purchase Monej Bonds. 

2. Construction Extension and Improvement Bonds. 

3 Funding and Refunding Bonds. 

4 Consolidated Bonds 

5 Adjustment Bonds. 

II A* to security of principal 
I Mortgage Bonds. 

2. Bndce Docl, Divisional and Terminal Bonds. 

3 Collateral Trust Bonds 

4 Equipment Obligations 

5 Debenture Bonds. 

1 Gilbert Harold An Out I re ef Corpora on fir-nee, i9sp j-p. -,9^4 
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6 Joint Bonds 

7 Assumed, Guaranteed, Endorsed, and Stamped Bonds. 

8 Receivers’ Certificates 

III Am to income 

1 Bonds of Definite Interest Rates 

2 Income Bonds 

3 Participating and Profit sharing Bonds 

4 Stabilized Bonds 

5 Tax Free Bonds 

IV As to the manner of payment of interest 

1 Registered Bonds 

2 Coupon Bonds 

3 Registered Coupon Bonds 

4 Interchangeable Bonds 

V A a to the manner of payment of principal 

1 Gold, Silver and Legal Tender Bonds 

2 Stabilized Bonds 

3 Redeemable or Callable Bonds 

4 Convertible Bonds 

5 Extended Bonds 

6 Sinking Fund Bonds 

7 Serial Bonds 

8 Perpetual Bonds 

Purchase money bonds— These are bonds given in direct pay- 
ment, either part or full, for property and having a lien on such 
property In almost all cases they constitute a first lien It should 
be noted that bonds sold to investors to obtain funds to purchase a 
property are not purchase money bonds, but are loan bonds 

Construction, extension and improvement bonds— Bonds sold to 
investors to obtain funds for construction of some property are known 
as construction bonds Similarly those sold to obtain funds to make 
extensions or improvements are called extension and improvement 
bonds respectively If construction, extension and improvement 
bonds are given to the sellers of some property in direct payment 
therefor, they will be termed as Purchase Money Bonds 

Funding and refunding bonds — Bonds issued to consolidate the 
unfunded debt or debts of a business are called funding bonds since 
the purpose is to fund all or part of the corporation s unfunded debt 
Similarly, bonds issued to obtain funds to pay off an existing funded 
debt are called refunding bonds The corporation may sell its re* 
funding bonds to new investors, or it may offer the new bonds to the 
old bondholders in exchange for the old ones, or both The old 
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bondholders arc -nder no obligation to accept the refunding bonds 
as payment 

Consolidated bonds — When a corporation has several issues 
outstanding on various properties, it maj like to simplify its financial 
structure by the sale or exchange of a unifying ‘blanket’ or consoli- 
dated issue to replace the several smaller issues 

Adjustment Bonds—These are issued at the time of reorga- 
nization of the corporation in order to adjust the obligations of the 
enterprise to a scale which it can carrv They are usually junior 
mortgage or unsecured bonds and usuallv income bonds 

Secured and Unsecured Bonds 

While all bonds are supported by the general credit of the 
issuing corporation secured bonds have the added security of a pre- 
ferred claim to a portion or all of the assets When a funded debt is 
secured by the pledge of specific property for the fulfilment of the 
obligation the debt is said to be secured When no specific property is 
pledged, the debt is said to be unsecured This distinction draws 
attention to the order in which claims will be paid and the legal 
remedies that are available to the bondholder In the case of secured 
bonds, the holder may foreclose against the property and force its 
sale when the mortgagor fails to Ine'up to the provisions of the con- 
tract Unsecured bondholders, although they may sue to recover 
their claims like any other creditor, cannot foreclose upon specific 
corporate property and their bonds are said to be secured by the 
issuer’s credit Unsecured bonds are, therefore, secured ultimatelv 
by the capacity of the company, and in particular the properties of 
the company, to produce an income Since the value of property is 
determined by its ability to earn, the real security behind any issue, 
whether it is secured or not, is the earning capacity of the debtor 

In the event of non fulfilment of the contract, the secured bonds 
would have the following means of protection 

(1) Prior claim to the property speeded as security for the 
bonds 

(2) In case this property failed to be of sufficient value to cover 
the face value of the bonds plus accrued interest, the bond- 
holders would share equally with the unsecured creditors 
whatever is avaifabfe to meet the balance of ffieir cfaun 

Thus, the benefits of specific security depend upon the value of 
the property pledged as security and the financial position of the 
corporation issuing the bonds 

Corporate Mortgage 

A secured bond is backed by the security of a specified propertv 
In the event of the failure of the debtor to meet bis obligation the 
bondholder has to advance his claim against the property This has to 
be done according to the terms of the mortgage A corporation, like an 
individual, has the implied right to borrow or such a right is specificalh 
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acquired by means of a provision in its charter But the right to 
dispose of the corporate property is different from that of an indivi- 
dual The company's shareholders are given the right to pass upon 
the sale of the assets Since corporations are chartered to perform 
a public function, the state reserves the right to approve any reduction 
in the properties assembled to perform that function Therefore, the 
earlier railroad charters contained clauses which granted the corpora- 
tion the right to mortgage its assets , m the absence of such a grant, 
mortgage rights did not exist Today that right is widely granted to 
corporations by general or specific statute 

The mortgage is defined as a “conveyance of an estate by way 
of pledge for the security of a debt, and to become void upon pay- 
ment of it ’ It is * a deed (absolute in form, but subject to defea- 
sance) given to secure the performance of some act upon the part of 
the mortgagor, usually his repayment of a loan made by the mortgagee 
at the time of the execution and delivery of the mortgage ’’ The 
property pledged includes land, buddings, and equipment, or the 
bulk of the fixed assets used in operations The assets like cash, 
inventories, or receivables, are so constantly used or transferred in 
operations that they are difficult to pledge or to be used as security, 
particularly for a long-term debt The most usual kind of movable 
property pledged is stocks and bonds, which form the security for 
collateral trust bonds 

There are two principal parties to the contract, the mortgagor 
and the mortgagee The mortgagor is the borrower, whose property, 
as security for the loan, is deeded to the lender, known as the mort- 
gagee Since it would be cumbersome and impractical to execute 
nnd deliver a mortgage on the corporation’s property to each and 
every bondholder, and since the transfer of such mortgages each time 
a bond was sold by one bondholder to n new one would impair the 
marketability of the bonds, a trustee is usually appointed to hold the 
mortgage for all the bondholders Thus, there are usually three 
parties to corporau mortgages the mortgagor (the corporation) the 
mortgagee (the bondholders), and the trustee It is expressly provided 
in the deed that upon payment of the obligation the conveyance of 
title is nullified This privilege is known legally as the ‘defeasance 
clause” From the standpoint of their basic elements, mortgages 
have three main forms (i) mortgage with defeasance clause whiCh 
requires the aid of a court to foreclose upon default , ( 11 ) mortgage 
with defeasance clause which vests the power in the mortgagee to sell 
the property upon default , (in) deed of trust, which m the habendum 
clause sets out the conditions upon which the property was conveyed 
and gives to the trustee named in the deed power to sctl the property 
upon, default All the three types, while using different names to 
describe the parties, have the following basic features in one form or 
another 

1 Identity of parties (names and residences of the mortgagor 
and mortgagee) and the date 

2 Preamble or statement of the indebtedness secured 
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3 Granting clause. 

4 Description of the propertv pledged 

5 Hie habendum (to have and to hold) clause 

6 Defeasance clause, providing that the transfer 'hall be void 
upon pavment of the indebtedness 

7. Cov enanrs of title and warrant) 

8 Covenants to pav taxes and to insure 

9 Provision for accelerating matuntv of debt on failure to 
pav instalments or interest when due or in case of breach 
of other covenants 

10 Provisions relating to foreclosure 2 nd sale including some- 
times a power to sell without resort to the courts 

1 1 Release of dower and homestead rights. 

12. Conclusion — signatures of parties, and of witnesses when 
required. 

13 Certificate of acknow lodgement before a cotan pvbbcor 
other qualified autborm 

Large corporate mortgages contain these basic feat errs but are 
noted for their length- usuallv 100 pages or longer Actu 2 llv,the 
mortgage is combined with the other provisions intbe indenture It 
is common to designate the instrument as a ■‘mongage indenture*. 
The mortgage indenture is made a part of the s-cuntv bv a reference 
clause which appears in the bonds held bv the investing public. 

Tj-pes of mortgages — The basic characteristics lead to the classi- 
fication of mortgages as follows 

A According to pnontv of claims 
1 First, second, etc. 

2. Senior and junior 

B According to the right to issue additional securities : 

1 Closed. 

2. Open-end. 

C According to the scope of the property covered bv the 
mortgage 

2 Specific. 

2. Blanket. 

3 Blanket with after acquired clause 

Priority or claims Jf there is more than one mortgage on a 
piece of property, the first one recorded has the prior claim and is 
known as tb tftrrt mortgage The second on- recorded i» known as 
the second rnorrgece and is junior in standing to the first mortgage 
The term ‘jurror claim* means that there sre one or more claims 
having a higher or senior rank in relation to the junior lien Suppose 
a piece of proper!) has two outstanding mortgages against it : a first 
mortgage of Rs 30 000 and a second mortgage* of Rs. 30 TOO The 
former bears 5^ interest and the latter 7 ^ If default occurs in the 
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payment of interest on the second mortgage, causing thereby its 
holders to institute foreclosure proceedings, the court offers the 
property for sale which fetches Rs 60,000 After payment of court 
costs involved in the foreclosure, the first mortgage has prior claim 
to Rs 50,000 plus interest Any balance left will be paid to the 
holders of the second mortgage Such mortgages may also be desig- 
nated to indicate priority of claims as senior mortgages, having prior 
claims and junior mortgages having subsequent liens From the 
point of view of the corporation, the terms ‘senior’ and ‘junior’ are 
preferable to the simpler terminology of ‘first’ and ‘second’ mortgages 
An outright second mortgage will lack sales appeal 

Right to issue additional securities Sometimes the Size 
of the issue is specified If the full amount of bonds under a given 
mortgage has been issued, the contract is said to be a closed or closed- 
end mortgage When no such limit is placed upon the amount that 
may be issued under the mortgage, it is an open-end mortgage 

Open-end mortgage— -The creation of numerous liens may be 
expensive to the corporation for two reasons first, a number of 
small issues will not enjoy the same marketability as a single large 
issue equal to their sum, a condition which will tend to decrease the 
attractiveness and increase the interest cost of the former over the 
latter , and second, the latter issues, being junior liens, may have to 
pay such a high rate of interest so as to raise the total cost of the 
borrowing above that required for a single large first mortgage issue 
When, however, a mortgage is ‘closed , so that no further bonds 
may be created under that lien, a multiplicity of issues becomes 
inevitable for a growing business requiring long-term borrowed 
capital for its expansion Any later mortgage debt has to be a 
secondary hen to the closed mortgage on that property 

The open end mortgage, j device created to meet this problem, 
permits successive issues, all secured by a single lien Bearing a 
common name, these issues are distinguished as senes A bonds, 
senes B bonds, and so on 1 Occasionally the senes are distinguished 
by the year of issue or, less frequently, by the maturity date, as the 
series of I960 or the series of 1975 The various series are issued at 
different times and may be unlike as to coupon rates, maturity 
dates, and other features such as sinking fund and call prices The 
open-end mortgage is particularly appropriate for the railroad or 
public utility, which regularly employs large sums of borrowed 
capital as it grows The mortgages are sometimes designated as 
limited open end and unlimited open end also Limited open-end 
mortgage contains a clause limiting the amount of bonds which may 
be issued If the stated otal is not issued immediately, the corpora- 
tion is authorized to issue up to the stated limit as its needs or wishes 
dictate 71ns provision is very common in blanket mortgages and 
refunding* mortgages 


i Word series in (he title of a bond is the usual indication of an open end issue 
s Bonds issued to obtain funds to pay off an existing funded debt are called 
refunding bonds 
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Closed-end mortzaze — When the full amount of bonds under a 
given mortgage has been issued, the contract is said to be a closed 
or closed-end mortgage Under a dosed mortgage, no future issues 
of bonds of similar rank under the same mortgage and secured by 
the same corporate propem mav be sold other than those of the 
initial issue This restriction affords excellent protection to the 
investors but ma\ place undesirable rigid limitations on the corpo- 
ration's financing. It deprives the com pan v of the flexibility to 
financing that the open-end mortgage provide' Subsequent issues 
will have onlv a secondarv claim upon the pledged propertv and will 
therefore be less acceptable to the investor Thus the closed-end 
provision favours the mortgage exdusivelv The closed feature is a 
fairly common characteristic of the divisional or uaderlung mortgages 
of railroads in USA 

The effect is especiallv faT-reachmg where the mortgage also 
contains an after-acquired clause extending the hen to coverall 
additions to the company s property in the future as well as the 
propertv alreadv owned. While methods exist for avoiding the 
after acquired clause they are not ven satisfactory After-acquired 
clauses destrov desirable flexibility in financing, which mav be of 
benefit to both the corporation and the investor Management ma> 
be unnecessary restrained in undertaking profitable expansion. In 
turn, the investor mav suffer where restrictions prevent improvement 
of earnings position. 

Mortgages classified according to scope of lien. Not 
onlv is there a question as to whether or not the mortgage should 
cover property acquired in future, but in addition a decision mu 1 * 
be made as to what extent the mongage may cover the propertv 

currentlv owned and whether the mortgage should cover all or onlv 
a portion of the propertv If other mortgages are outstanding, th= 
new mortgage must necessanlv give consideration to the existing 
bens. Allowms for the diverse circumstances which are found in 
business, mortgages mav be conveniently classified according to the 
scope of their ben into specific and tlcrkel. A * ,cei 5c mortgage 
grants a lien on a particular piece of property onlv, while a blznltf 
mortgage covers all the propertv of the corporation. The tens 
blanket mortgage was once applied to hens th 2 t covered several 
pieces of propertv usually that of different subsidiaries which h2° 
considerable autonomy and independence of operation. Tbs tars 
genera! mortgage was applied to bens on properties which were 
integrated and operated under a common management. Foredpsjnr 
and claim properties are the same under either mortgage, although 

legal action under the blanket mortgage would be more expensive 

since properties are under separate jurisdiction. Either mortgage ** 
usually a junior issue because the separate plants or properties fcav* 
been mortgaged before ifnot.tbe\ would be senior issues The* 
will become senior issues when underlying mortgages are retired b 
redemption or refunding. 

After-acquired proper ty clause — When a corporation pledge 
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all of its present property plus any that it may later acquire, but 
prior to the satisfaction (cancellation) of the mortgage, the after- 
acquired property clause is incorporated into the mortgage Obvi- 
ously, this gives greater protection to the bondholder Property 
acquired in the ordinary way at a later time would automatically 
come under the terms of the existing mortgage 

This clause is most logical when the privilege of debt expan 
sion under an open end mortgage exists and there is less incentive 
to save out later acquired property as security for possible future 
financing This provision may also be used in a closed mortgage 
where the debt runs for a substantial period of time and it seems 
desirable to assure creditors against impairment in safety such as 
might occur if the business should build better located and more 
efficient plants that would reduce the value of the old property 

Occasionally, however, where the open end privilege is limited 
to a specific maximum and that figure has been reached, the corpo- 
ration is confronted with a lien that engulfs all new property but 
offers no means of financing it If borrowing becomes sufficiently 
desirable, the obstacle of the after acquired clause must be removed 
or else surmounted by indirection provided that a junior hen is 
impractical The usual methods of removal of the restrictions 
are (1) Calling the bonds where such a right >s present The new 
issue would then be for an amount sufficiently large to cover the 
old bonds and the expenditures for expansion (2) Use of a purchase 
money mortgage wherein the title to the new property is reserved 
in the vendor either by conditional sale or by a lease arrangement 
and consequently escapes the force and effect of the after-acquired 
clause (3) Merger or creation of a subsidiary company, where the 
consolidation of different companies is feasible and desirable, the 
parent or merging company would not be bound by the restrictions 
on bond issues of the company taken over Similarly, a new sub 
sidiary company may be organized and the bonds sold under its 
name (4) By means of a lease — the title would remain in the 
lessor, and any after acquired clause relating to the bonds of the 
lessee corporation would naturally be ineffective 

Security for bonds, A bond may be secured by a claim, or a 
lien, on certain property of a corporation, or it may be unsecured 
and may be merely a general credit obligation, usually known as a 
debenture in the U S A Real property, which includes land build- 
ings, and most equipment, or the bulk of the assets used in opera- 
tions, is the most common property pledged for a bond issue All 
bonds secured by real property are called mortgage bonds Most other 
assets, such as cash, inventories, or receivables, are so constantly 
used or transferred in operating that they are difficult to pledge or 
use as security, particularly for a long-term debt The most usual 
kind of personal, or moiable property to be pledged is stocks and 
bonds, which form the security for collateral trust bonds In the 
case of railroads, the rolling stock is often used as security for a 
specialized form of instrument known as the equipment trust certificate. 



76 Elements of Corporation Finance 


Mortgage bonds As already stated, all bonds secured b> 
real property are called mortgage bonds Corporate mortgage bonds, 
thus, are evidences of the promise of the corporation to pay interest 
and principal, secured by a hen on specifically named real property 
Such bonds are always sold with a lien against real property The 
lien may be a first, second, third, or e\en lesser lien Some mortgage 
bonds are designated by the term prior lien, which indicates that 
the issue has a lien prior to that of some other issue 

The term, ‘first and consolidated , means that the issue is 
both first and consolidated one The term first consolidated* means 
only that the issue was the first to be consolidated 

The term general mortgage refers to bonds secured by a 
general or blanket mortgage on all of the corporation’s properties 
which are already subject to one or more underlying (prior) mort- 
gages, or which may be encumbered by another lien 

The term, first and general mortgage , means that the bonds 
ha\e a first hen on some of the corporation s property and a general 
mortgage on the rest 

Consolidated mortgage bonds are issued upon a mortgage or 
a number of mortgages with a claim against several properties 
Refunding and General Mortgage Bonds are issued mainly for refund 
mg purposes with a general mortgage as security The latter may 
consist of \anous lien positions and other miscellaneous forms of 
protection Refunding and Impro\ement Bonds are usually issued 
for the dual purpose of refunding a maturing issue and at the same 
time providing funds for expansion or improvement of the property 
First and Refunding Bonds are generally secured by a first mortgage, 
but a junior lien position may exist in part The main purpose is 
to refund maturing obligations , but it is common to raise additional 
funds at the same time m order to finance improvements and 
extensions 

Collateral Trust Bonds 

The bonds secured by personal property have two chief sub 
classes (1) the collateral trust bond, and (2) the equipment trust 
obligation When stocks or bonds are pledged to secure a bond 
issue, the securities are known as collateral trust bonds These bonds 
may be classified according to the pledged security (a) bonds or 
stocks, or both, of the issuing corporation , (b) bonds or stocks, or 
both, of a subsidiary corporation , (c) bonds or stocks, or both, of 
an independent corporation 

Holding companies commonly pledge the bonds and stocks of 
their subsidiaries in order to borrow The borrower gathers together 
the collateral or securities which he wishes to pledge and deposits 
them with a trustee under a trust agreement similar in form and 
provisions to the corporate mortgage The trustee is empowered 
to issue bonds up to something less than 100% or the par value of 
the deposited collateral He is authorized to sell the collateral for 
the benefit of the bondholders should the company default upon 
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interest or principal payments The agreement may provide that 
the company may substitute other collateral for that held by the 
trustee Rigidly drawn agreements usually provide that the market 
value of the pledged collateral shall represent some stated percentage, 
say 110% of the outstanding obligations and that if collateral' is 
withdrawn, a corresponding amount of the outstanding bonds must 
be reduced 

The collateral behind the collateral trust bond does not directly 
represent the security for such an issue The underlying security 
consists of the assets of the corporation whose securities are pledged 
Even more fundamentally, it is the earring power of the basic assets 
which will determine whether the interest and principal of the 
collateral trust bond will be paid Finally it should be noted that 
the value of the collateral does not depend upon the market price 
of the pledged securities Only a small portion of the collateral 
could be sold at prevailing market prices if it became necessary to 
reimburse the creditors by such liquidation 

In the event of any default upon the bonds so secured, the 
collateral is seized and sold As in the case of mortgage bonds 
secured by real property, any excess received upon the occasion of 
the sale goes back to the corporation to pay other creditors while 
any deficiency becomes a general unsecured claim Although title 
to the securities pledged is transferred to the trustee as long as the 
issuer of the collateral trust bond does not default the pledger 
corporation is entitled to the income from the collateral and to vote 
any pledged stock by means of proxies issued by the trustee 

Although individual collateral trust issues may enjoy premier 
investment rank, their general investment repute as a class falls 
below that of mortgage bonds The corporation considering finan- 
cing with collateral trust bonds should note the factors that deter 
mine the willingness of the investment market to buy such bonds 
Usually they are (I) expected income from the collateral (2) value 
of collateral , (3) general credit of debtor company and (4) protec- 
tive provisions 
Equipment Trust Bonds 

Generally speaking, fixed property is preferable to personal 
(movable) property as security for a bond issue Fixed property 
offers a definite and permanent basis of support while personal 
property is so mobile that the specific property offered as security 
may easily disappear from among the assets of the corporation 
Personal property is easily moved has temporary life, and is being 
converted constantly into the goods or services that the corporation 
wilts On the other hand, in time of fixture, Vne ready -rcmabdrty 
of personal property may prove to be of advantage because it adds 
to the property’s marketability 

To be used as a basis for reasonably long term credit personal 
property must first have sufficient life to make a satisfactory hen 
possible Inventories, receivables, and other current assets do not 
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meet this qualification and are not adaptable as security for long- 
term corporate finance The requirement is filled excellently by 
rolling stock of railroads Possessing an a\ erage life of more than 
20 years, and being indispensable to the railroads operations, »t 
offers a substantial basis for financing Railroads in USA. have 
taken advantage of this condition and in December 1954 equipment 
obligation constituted 26° 0 of their total long-term debt 

An equipment obligation is a *ecuntv issued with rolling stock 
or other equipment as collateral Railroad equipment ranks close 
to collateral (stocks and bonds) as the most popular form of per- 
sonal property used to secure corporate borrowing. American oil 
companies purchase tank cars with the aid of the equipment trust 
certificate and American air transport companies finance new flying 
equipment by the use of the secured instalment financing device 
Thus the term ‘equipment obligation has acquired populant) and 
refers to bonds or certificates hasine a hen against railroad equip- 
ment, such as freight and passenger cars locomotives, tank cars, 
etc There are many plans under which equipment obligations are 
issued Each of these plans has various deviations in detail, but 
in general they are outlined as (1) the lease plan (‘Philadelphia 
Plan’), (2) the conditional sale plan (‘New York Plan’), (3) the 
equipment mortgage plan, (4) the mortgage collateral plan, and 
(5) the preferred stock plan 

When a railroad desires to purchase cars and locomotives, it 
arranges with a trustee, usually a trust companv, to pay most of the 
purchase price, say 75 0, o , to the manufacturer , the railroad itself 
pays the remainder Title to the rolling stock runs to the trustee 
from the manufacturer and remains with the trustee until the rail 
road has met its obligation in full The trustee issues trust certi- 
ficates to investor* Under terms of the trust agreement the railroad 
pays the trustee a sum equivalent to the annual interest and a stated 
instalment on the principal sufficient to provide for the serial 
redemption of the outstanding bonds Not until the final senes of 
bonds has been paid does the railroad obtain title to tbe propertv 
In the meantime the railroad promises to keep the rolling stock 
insured and properly maintained. 

Debenture Bonds 

The term ‘debenture' means ‘debt', but financial practice m 
USA has restricted it to include only those bonds which are not 
secured by any specific pledge of propertv , they hav e no lien on an' 
specific property , they are general credit bonds. Surh bonds are 
commonlv said to be unsecured, but anv property not otherwise 
pledged acts as security in the broad sen*e of the word forth? 
debenture bondholders and other general creditors Some corpo- 
rations issue debenture bond* because their assets are intangible and 
incapable of being mortgaged , if their earnings are sufficient and 
stable their debentures will be high grade Other corporations prefer 
to keep their a**ets free of mortgage obligations and thereby maintain 
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the flexibility of their debt structure Some corporations, however, 
issue debenture bonds because their assets are already so heavily 
mortgaged that unsecured issues are the onfy instruments available to 
them Since debenture bonds are general credit obligations they 
occupy a junior position to all mortgage bonds senior or junior, 
whicn may be outstanding If a company defaults on the interest on 
its debentures and is forced through bankruptcy, the debenture 
holders are in the same position as the general creditors 

The debenture bond is a widely accepted mode of corporate 
financing It appeals to the corporation because the absence of a 
specific Tien gives greater freedom to man igement and permits the 
reservation of secured obligations for periods of emergency In the 
event of default in interest or principal payments the bondholders 
are unable to bring foreclosure proceedings to have the property sold 
by the court From the point of view of the investor the debenture 
bond has an appeal because, in the last analysis, the general credit or 
financial position of the corporation constitutes the only assured 
basis of safety, irrespective of the type of bond Specific security is 
of little value if the property lacks earning power, and the extent to 
which earnings will cover the interest charges provides the real clue 
for investment guidance 

Guaranteed Bonds 

When one corporation (or more than one) guarantees the bonds 
of another, which it may do for a variety of reasons (to strengthen 
the bonds of a subsidiary company to induce a company to enter 
into some contract etc ), the bonds are called guaranteed bonds 
The guarantee may relate to the payment of interest or repayment of 
principal or both It may be given when the ^sue is offered . a 
holding company may help one of its lesser known subsidiaries to 
market its bonds by guaranteeing that the interest and principal will 
be paid Or a company may guarantee the issue of another company 
whose product the guarantor needs Most often the guarantee arises 
out of a lease arrangement between lessee and lessor companies 
Governments may also guarantee the obligations of private corpo- 
rations in order to assist their expansion, so as to serve some primary 
community need which would otherwise go unserved 

Joint bonds — When two or more corporations jointly float an 
issue of bonds the certificates are known as joint bonds They may be 
either secured or unsecured They usually come into existence 
through the endeavours of two or more concerns to use certain faci- 
lities (such as railway tcrmin ds, bridges) jointly Joint bonds are 
frequently guaranteed bonds Sometimes the term ‘joint bond is 
used to mean a jointly guaranteed bond 

Assumed bonds — When one corporation acquires another it 
assumes the obligations of the one acquired Bonds of the acquired 
corporation are known therefore as assumed bonds 

Recener ' r certificates — When a corporation is insolvent, a 
creditor or group of creditors or even the corporation itself may ask 
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the court to appoint a receiver to administer its affairs until (1) the 
corporation is again solvent or (2) it is dissolved Jf the corporation 
is not to be dissolved, the receiver may need additional funds to reha- 
bilitate the corporation's affairs Few investors would loan money to 
an insolvent concern Consequently, with the authority of the court, 
the receiver may issue obligations which are, in effect, short-term 
bonds which usually take precedence over existing claims They are 
called receiver s certificates Their seniority will be wherever the 
court designates, but is usually placed high enough to make the issue 
saleable Ordinarily, the proceeds from the issuance of receiver’s 
certificates may not be used for fixed capital purposes but only as 
working capital They must ordinarily be retired (paid completely 
or refunded) before the expiration of the receivership, or the court 
must be satisfied that they will be paid off It is the duty of the 
receiver to see that the available assets of the corporation are applied, 
if necessary, for their payment These certificates, in fact, are not 
the obligation of the company but of the court As a result, receiver’s 
certificates have a high rating and bear a low interest rate 

Bond Retirement 

Corporate bonded debt may be retired bv payment in full at 
maturity or by earlier redemption, by conversion, or by gradual re- 
payment over the years There are four popular methods bv which 
corporations, on their own initiative, may extinguish their bonded in- 
debtedness (1) payment at maturity, (2) redemption before maturity, 

(3) refunding, and (4) conversion 

Payment at maturity— Payment at maturity ordinarily involves 
no very complex problems The debt becomes due and is paid The 
cost is ordinarily that which the corporation has accumulated and set 
aside for the purpose through the establishment of ‘sinking funds’ to 
assure payment at maturity The payment may also be made each 
year of some of the bonds of the issue This plan calls for the use 
of serial bonds 

Redemption before maturity — Corporations have various reasons 
for redeeming bonds before maturity 

(1) Investing the sinking fund 

(2) Reduction of fixed charges 

(3) Improvement of credit standing 

(4) Refunding 

(5) Refinancing 

(6) Avoiding high interest rates 

(7) Sale of property 

Refunding — Refunding does not necessarily extinguish indebted- 
ness, but it replaces one debt with another debt It, therefore, extin- 
guishes the former debt as originally drawn Refunding is usually 
done either (a) because the company considers it profitable to continue 
the indebtedness, or (b) because the company is unable to meet the 
obligation 
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Conversion — Some bonds carry conversion clause This entitles 
the holders to convert their holdings into stock under the conditions 
and terms specified in the contract When bondholders do so they 
cease to be creditors of the corporation and become owners Thus a 
debt is extinguished without cash payment of the debt by the corpo 
ration, and the fixed charges are reduced 
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Main Provisions of an Actual Trust Deed 


Trust Deed 

The Trust Deed will provide inter aha as follows 
(i) Security 

(a) Payment of principal and interest -Rill be secured b\ a first 
fixed and specific charge on the Company's immovable properties 
and fixed plant and machinery and a floating charge on the whole of 
the undertaking and assets of the Company 

(b) The Company shall, howe\er, be at liberty to hypothecate, 
to pledge and create mortgages or charc-s oser its raw materials, 
manufactured goods and goods in processor manufacture and book 
debts ranking n priority to the said floating charge to secure <um« 
borrowed from Banks or obligations incurred in the ordinary course 
of business of the Company and for the purpose of earning on the 
same but sj\e as aforesaid and say e as mentioned below the G>mpam 
may not create an\ hypothecation, pledge, mortcace or charge oiw 
or permit an) lien to anse or affect any part of us properties ranking 
m priority to or pari passu with the floating charge and or the fixed 
charge The existing hv pothecation and any h) pot becation supple- 
mental thereto in fay our of the National Oy erseas and Gnndlay s Bank 
Ltd will take priority oyer the floating charge to be created by the 
Trust Deed 

(c) In respect of leasehold property (if any) for which the 
consent of the landlord is required and in respect of land acquired 
for which the consent of the Goyemmenl of India is required for the 
creation of the charge thereon but which has not been obtained when 
the Trust Deed is executed, the charge created by the Trust Deed wul 
not be of immediate effect but will be postponed until such consent 
has been obtained 

(d) The pnncipal amount or the stock to be issued pursuant 
to the Trust Deed is limited to Rs. 1,50,0 0,000- but theCompam 15 
to be at liberty from time to time to issue further stock ranking psri 
passu in point of security with (but not in pnonU to) thr ssio 
Rs 1,50,000 00 - stock carrying such rights as to interest, redemption 
and otherwise as the directors of the Company may determine 
provided that . 
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(i) The amount outstanding of the stock and of any stock 
ranking part passu therewith (including such further issues) 
shall not exceed 50 per cent of the value ot the specifically 
mortgaged premises comprised in the Trust Deed as certi- 
fied by the Company s Auditors 
(n) The average of the combined profits of the Company and 
its subsidiaries (if any) calculated before charging depre- 
ciation and taxes on income but after charging all expenses 
of working and management including maintenance and 
repairs, for the three financial years for which accounts 
have been audited last preceding the date of any such 
further issue was sufficient to cover twice the amount 
required to pay the aggregate of one year’s interest and the 
contribution (if any) to the sinking fund on the total sum 
outstanding in respect of the stock and all stock ranking 
part passu therewith, including any such further issues 

(2) Redemption 

(a) Such part of the stock as has not been previously pur- 
chased or redeemed will mature for payment at par plus accrued 
interest on the 1st January, 1971 The Company may redeem the 
whole or any part of the stock on the 1st Januarv, 1956, or at any 
time thereafter at par plus accrued interest on giving three calendar 
month’s notice to the stockholders in that behalf 

(b) A Sinking Fund will be established, to which annual 
contributions will commence in 1961 with a contribution in respect 
of the calendar year ending 31st December, 1961 Such contributions 
will be payable only out of the distributable profits (as defined in the 
Trust Deed) of the Company’s relevant financial year as certified by 
the Company’s Auditors Where such profits exceed Rs 5,00,000/- 
it will be obligatory on the Company to contribute to the Fund a 
minimum of Rs 5,00 000/- but the amount by which any contri- 
bution exceeds Rs 5,00,000/- may be applied m reduction of the 
Company’s obligations in any later year or years In a financial year 
in which the distributable profits are less than Rs 5,00,000/- the 
Company will be obliged, unless it exercises its right to apply any 
excess of a previous financial year, in reduction of such obligations, 
to carry the whole of such profits to the Sinking Fund, but it will 
be under no obligation to make up the amount by which such profits 
fall short of Rs 5,00,000/- in any subsequent financial year or out of 
any excess of a previous financial year The Fund may be utilized 
in the purchase of the stock in the market at a price not exceeding 
par plus accrued interest or may be invested in trustee securities or 
deposited with a bank until required for purposes of redemption 
Stock purchased or redeemed oat of the Sinking Fund is not to be 
re-issued ‘Financial Year’ will be defined in the Trust Deed as 
meaning a period in respect of which any Profit and Loss Account of 
the Company laid or to be laid before it in annual general meeting is 
or is to be made up 
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(c) In addition to purchases out of the Sinking Fund the 
Company may at any time purchase any of the stock at a price not 
exceeding par plus accrued interest out of current profits 

(3) Trustees 

Included among various provisions designed to indemnify and 
limit the liability of the Trustees are the following 

(a) The Trustees shall not be bound to take any steps to as- 
certain whether any event has happened upon the happening of which 
the security constituted under the Trust Deed becomes enforceable or 
to give notice to any person of the execution thereof 

(b) The Trustees shall not be responsible for the money sub- 
scribed bv applicants for the stock or any part thereof or be bound 
to see to the application thereof 

(c) The Trustees shall not be bound or concerned to examine 
or enquire into nor be liable for any defect in or insufficiency of the 
Trust Deed or in the title of the Company to the mortgaged premises 
or any part thereof 

(d) No Trustee shall be liable for anything whatever except a 
breach of trust fraudulently committed by such Trustee , provided 
nevertheless that nothing in any of the foregoing shall exempt a 
Trustee from or indemnify him against any liability for breach of 
trust where such Trustee has failed to show the degree of diligence 
and care required of him as a Trustee having regard to the provisions 
of the Trust Deed conferring on him anv powers, authorities or 
discretions 

(4) Additional Provisions 

(a) The rights of stockholders may be modified or compro- 
mised by an extraordinary resolution passed at a meeting of the 
stockholders in accordance with the Trust Deed, a quorum for this 
purpose being the holders present in person or by proxy of a mayo 
rity in value of the total amount of the stock then outstanding or, 
in the case of an adjourned meeting, those present and entitled to 
vote On a show of hands, each stockholder present in person will 
have one vote and on a poll, each stockholder present in person or 
by proxy (who need not himself be a stockholder) will have one vote 
for each Rs 1,000/- of stock held by him 

(b) A register of the stock will be kept at the registered office 
of the Company and may be closed for any period not exceeding 
forty-five days m any year 

(c) The stockholders will be entitled to their slock free from 
equities or cross claims by the Company against the original or any 
intermediate holder 

(d) The stock will be transferable in amounts and multiples of 
Rs 1,000/- 
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Promotion of Corporate Enterprises 


In the life history of an industrial or business unit promotion 
is the first step It consists of the discovery of new business oppor- 
tunities, investigations of their feasibility and profitability and 
subsequently the assembly and organization of properties, finances 
and managerial ability into an industrial or business unit capable 
of functioning properly in the economic environment just like a 
living organism In this sense promotion is an act of bringing 
into existence a new business unit for producing goods or services 
with a view to advancing the material well-being of the people 

A new business unit may be promoted in an entirely new 
field of business activity based on some new invention or discovery 
or it may be promoted in an old field of business activity where a 
number of business units are already at work Sometimes small 
business units doing successful business are enlarged and turned into 
private or public companies and at other times several companies 
or corporations are fused into a big single unit to achieve certain 
well defined objectives like the attainment of higher efficiency or the 
elimination of wasteful competition These activities are also 
included in the sphere of promotion The work of extending and 
widening the activities of a business unit is also called promotion 
in the wider sense of the term 

The work of promotion may be taken up by individuals, 
groups of persons or by organizations Ideas of establishing modest 
business units usually occur in the minds of hundreds and thousands 
of individual businessmen and they generally set up successful and 
prosperous businesses But as they take up the direction and manage- 
ment of the businesses promoted by them into their own hands and 
associate themselves permanently with those units, they cease to be 
promoters afterwards and become permanent business executives 
Some of them continue the work of promoting new units along with 
the management of older units simultaneously To the extent that 
they engage themselves in the work of promoting new units they 
continue to be promoters The names of persons like Henry Ford 
of United States of America are very well known throughout the 
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world but in a country like India there are several names which are 
now well known not only throughout the country but even outside 
One of the most outstanding names in our industrial history is the 
name of late Sri J N Tata who conceived the idea of starting an 
iron and steel works in India quite early in the eighties of the last 
century Srt J R- D Tata and Sn G D Birla belong to the 
second generation of early Indian promoters but some other persons 
like Sri Ram Krishna Dalmia and Rai Bahadur Seth Gujarraal 
Modi achieved remarkable success as promoters of new enterprises 
in India in their own life time 

In countries like the USA several wealthy persons like 
Rockefeller Brothers organized themselves into firms with the express 
purpose of channelling equity capital into new business enterprises 
Such types of organizations along with the investment bankers 
usually render financial and other help in the early stages of pro- 
motion and can be considered as promoters onlv to that limited 
extent Examples of professional promoters like Mr Charles 
R. Flint were also found in the USA Sometimes the firms of 
industrial consultants like engineers and lavwers have also under- 
taken the functions of a promoter to a limited extent In India the 
Managing Agents hav e play ed the most important role in company 
promotion Although there is no dearth of gifted individuals 
possessing imagination, organizing capacity, resources and business 
connections but in the modem industrial world they rarely work 
alone . usually thev take up the work of promoting new enterprises 
in the company of other capitalists, financiers or technically qualified 
persons 

The funciion? of the promoter are of great economic and social 
value In some cases he helps in creating a new service or product 
enabling the people to live more comfortablv .mother cases be 
brines into existence new methods or producing goods and services 
at cheaper costs in comparison to earlier costs and thus helps the 
people to buy more of these goods and servers to improve their 
standard of hung When the promoter bnrgs about a consolidation 
he improves the tone of the industrial system by removing a cause of 
wasteful competition 

The promoter in performing unusualh valuable services for 
the community undertakes great risks The fees paid to various 
expert consultancy services are generally veiy high in a counlrv like 
the USA These fees sometimes range between $10,000 to $15 000 
In our own countrv the expenses incurred by the Tatas in investi- 
gating the possibilities of setting up successful iron and steel works 
amounted to a total figure of £ 35,000 or Rs 5,25,000 On several 
occasions during the course of investigations it appeared as if the 
scheme was doomed to failure In one of the cases a promoter m 
the U S A stated in a court of law that $M), 000 were spent bv him 
in investigating the feasibility of consolidating a number of indepen- 
dent plants and in obtaining options Sometimes the promoters 
are able to make huge profits in promoting big concerns but these 
gams cannot be considered excessive m the light of equally b L ? c 
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risks taken by them Really speaking the promoter can be called 
the midwife of the business world attending to the birth of a new 
concern and as such he renders very valuable services to the society 

Essentially there are four steps m the promotion of a new com - 
pany or corporation (I) The discovery of the opportunity or idea, 
(2) the investigation and analysis, (3) the assembling of the elements 
of business and (4) financial planning Usually most of the writers 
reduce them to three Some writers treat the first two steps as one 
while others include financial planning under assembling because 
finance is one of the elements of business which have to be assembled 
by the promoter The reason for treating all the four steps separately 
is that they are all equally important and it is rather difficult to assign 
a secondary role to any one of them 
(l) Discovery 

The discovery of an opportunity to start a profitable busi- 
ness may be made in a number of ways In the early stages of 
industrialization numerous opportunities of utilizing unused natural 
resources to advantage were clearly visible to the trained eye of an 
experienced businessman without much effort It was exactly 
m these circumstances that the British businessmen promoted 
numerous business units in quick succession in diverse fields of 
economic activity There was almost a race to seize similar oppor 
tunities in the early industrial history of the United States of 
America which threw persons of exceptional ability like Cornegie, 
Rockefeller and Morgan into bold relief But in the later stages of 
industrial development most of the new opportunities of doing good 
business are either discovered through the process of scientific 
research or through the efforts of the persons of ability and imagt 
nation in trying to overcome the difficulties faced by them in the 
process of manufacture or in the process of marketing the goods 
The discoveries of the new methods of producing chemical dyes syn 
thetic rubber, artificial fibres etc are the results of scientific research 
while the discovery of the new ideas for promoting big combinations 
or Departmental or Chain stores is the result of efforts to find means 
and ways to overcome the difficulties of wasteful competition or to 
find better and more efficient methods of distributing an enormous 
amount of goods created by the use of mass production methods 
Discovery of opportunities may sometimes be accidental also as has 
been the case with the discovery of certain minerals, gas or petroleum 
deposits Many times new ideas appear only as tiny specks on the 
horizon of the imagination of the promoter They have to be 
developed amplified and given a proper shape so that they may be 
scrutinized and tested Similarly, the new processes or methods 
i.v&v’tvft't Vr trtwtfri s/VAttefiti. Ttst wsft. \onrt V& 'h.wugf. Mr*, 
laboratory and pilot commercial tests before they can be taken as the 
basis of promotion of a new business enterprise 
(a) Investigation and analysis 

This is the second step in promotion intended to determine the 
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practicability and the feasibility of the proposed business opportunity 
from the economic and financial point of Mew The new idea or 
opportunity may be investigated and analysed from the point of view 
of its two aspects — the non-financial and the financial 

The non financial aspect comprises t he problems of manage- 
ment, sources of material and labour supply, location, engineering 
and legal implications In case of heavy industries like iron and 
steel this aspect is of very great importance This can be illustrated 
by a brief reference to the mam points of criticism contained in the 
techno-economic report of the American experts on the feasibihtv 
of the proposed Bokaro Steel Plant The experts have expressed 
the view that a ‘ wholly insufficient consideration was being given 
to the raw materials aspect of the Bokaro Project” , in their opinion 
“it will take two years or more to find longterm solutions to the 
basic raw material problem ’ The experts were not satisfied with 
the arrangements for the supply of power and water and the adequacy 
of the transport system They emphasized that the priorities neces- 
sary to supply adequate power for Bokaro should be implemented 
and new generating capacities at points in the Damodar Valley 
Corporation system must be installed at least concurrently with the 
construction of the steel plant For water supply, according to the 
report, the key element was the construction of a dam and reservoir 
at Tenughat by the Damodar Valley Corporation According to the 
report “the adequacy of the transport system is far from assured and 
fulfilment of present plans for construction of track and supply of 
rolling stock is a pre-requisite for efficient and fully productive 
operation of Bokaro' With recard to the question of manpower 
the report observed ibat unless fully qualified Indian and American 
personnel could be supplied from the start “there would be grave 
risk that very costly equipment would be unproductnely used or 
even damaged ” According to the opinion of the experts, Bokaro 
would have to train its own labour force as the area had virtually 
no useful labour supply except in lowest categories , it was rural, 
remote and poorly served bv transport facilities It was unattractive 
to the great majority of potential Indian emplovees and more so to 
Americans The report has suggested, therefore, the building of a 
nearby town including medical, recreational, educational and shopping 
facilities, transport to and from the plant and better access from the 
outside The report strongly recommends that Bokaro be placed 
under U S management for at least 10 years The experts hold 
the view that “the Amen can management contract is a pre requisite 
to attaining 100 per cent capacitv four years after starting and to 
maintaining the relatively small and efficient work force ” From the 
report of the Amencan experts it appears that the above mentioned 
non financial aspects of the project were not spotlighted in the 
earlier report of the consultants of the Government of India (Messrs 
Dastur) In the case of heavy industries the non financial aspects 
of the projects are of utmost importance as the ultimate financial 
success depends upon the soundness of these non financial aspects 
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and, therefore, they have to be investigated and analysed fully and 
with utmost care 

Th e financial aspect comprises the computation and estimation 
of the gross revenue likely to be obtained through sales, the costs 
and expenses likely to be incurred in the process of production and 
distribution of the goods and services and the net revenue likely to 
be available after deducting the costs and expenses from gross 
revenues After estimating the net revenue the financial requirements 
of the project have to be worked out and on the basis of the net 
revenue and the total financial requirements the percentage of net 
returns on the total financial outlay required for the project have 
to be found out to determine whether the returns are attractive 
enough to induce the would-be investors to part with their funds in 
the existing financial and economic situation 

Estimating the gross revenue. Several methods arc used for 
this purpose but two of them seem to be more importont (i) Market 
analysis by sample or canvassing method, and (n) Statistical analogy 
or comparison method In the first method sample sales of the new 
product like a baby food arc tried in selected areas or localities to 
estimate the possibilities of sale of the new product or the territory 
may be canvassed by visiting the region and making a survey of 
business and other activities to estimate the market for the products 
or services of the new company The survey method is more useful 
for transport enterprises In the second method, a detailed study 
may be made of suitable number of existing enterprises operating in 
the region and the volume of sales and other data about these 
concerns may be carefully scrutinized and analysed to determine the 
chances of success of the new enterprise Certain precautions arc 
very necessary in using this method The study of a single concern 
may not be useful as the success of a particular unit may be the 
result of some special factors like the magnetic personality of the 
person who heads the organization Secondly, the analysis of the data 
obtained from the operations of firms established under different 
economic situations and circumstances may also not yield useful and 
helpful information Thirdly, an attempt to analyse the data from 
different stages of different concerns in place of using the data of all 
the stages of same concerns may also not give useful results For the 
successful use of the comparison method a scientific selection of the 
firms for comparison is very necessary so that average useful results 
may be obtained to form the basis of correct decisions The securing 
of advance contracts for the supply of the product or services of the 
new concern to the likely consumers in the region is also considered 
to be satisfactory method assessing the possibilities of the sale of the 
product of the new enterprise 

Estimating the costs and expenses The term costs is mainly 
applied to the amounts spent in manufacturing the product ,the term 
expenses is used to denote amounts spent on distribution of the 
product and the outlays on administration Costs and expenses may 
vary according to the volume of business or sales but once this 
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volume has been estimated on a reasonable business it ma\ not be 
difficult to estimate the cost and expenses because the rates of most 
of the items like wages rents, per unit prices of raw materials, tax, 
insurance are fairlv well known at a particular time in a particular 
rea on or at a particular point And with the help of these rales the 
total costs and expenses can be easilv worked out b> the sjmple statis- 
tical method of multiphmc the units of a particular item required bv 
the rate of that item When this has been done net revenue can be 
calculated bv deducting the total of estimated costs and expenses of 
dome business from the estimated gross revenues 

Estimating financial requirements. The financial require- 
ments of the new business mat be estimated under the following 
heads U ) Fixed assets or block (2) current assets, (5) prchmmarv 
expenses (4) cost of building up the business, and {5} the cost of 
financing 

( 1 ) fixed asseis—Th e requirements of fixed assets differ from 
business to business according to the nature of enterprise. For 
certain t)pes of businesses like the iron and steel works or the rail- 
roads the fixed capital requirements are the heaviest , for certain 
other businesses dealing in the purchase or sale of goods manufac- 
tured bv other producers or for financial institutions like banks the 
fixed capital requirements are almost negligible. Trading and 
financing enterprises can be started in hired building with a small 
amount of funds invested in furniture and other equipment. The 
requirements of fixed assets can be reduerd in the beginning men for 
such enterprises as the iron and steel mills or electric plants b) taking 
up imtiaVh cnl> certain phases of the entire programme of setting up 
a complete plant The scale of operations max also be kept at a 
lower level m the beginning with the aim of increasing it bv states 
later on For example, the Bokaro Steel Plant is expected to be 
completed bv the vear J977 The total cost of foreign exchange for 
all the three stages is estimated at about S 900 million The first stage 
maj be completed m about four v cars The cost of foreign exchange 
is likeh to be about $ 500 million. Thus the financial requirements 
of fixed assets are estimated bv taking into account the factors Hke 
the phases or stages of construction, the scale of operations etc. into 
account so that the heavv expenditure mav be spread over a 

convenient period of time 

(7) Cmrrx] ossels — These assets include items hie stocksof 
materials, merchandise etc and cash for meeting current needs. The 
financial requirements are general!) estimated on the basis of lime 
required for putting the goods or services of the new venture on the 
market for the first time After that the funds begin to forma 
circuit flow 

(3) Prehmman expenses — The financial requirements for these 
expenses are estimated most!) on the basis of funds required for 
meeting the promotional needs like the pavmrnl of fees to experts of 
various tvpes, pavment of legal charges, pnntinc and office expenses 
etc. 
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(4) Cost of budding up business — Most of the businesses 
started for the manufacture or production of commodities take 
some time to become profitable In the initial stages the revenue 
obtained is generally less than the cost and expenses of production 
These initial losses represent the cost of establishing the business 
and have to be met by the proprietors This point is illustrated by 
the report of American experts on the construction of the Bokaro 
Steel plant According to the report the plant would not be profit- 
able in the first step when the production is due to total 1,400 000 
metric tonnes, but would become profitable at the second step, four 
years after the start of operations when production would reach 
2,500,000 metric tonnes The implication is that the plant would run 
at a loss for four years after the start of operations, i e , during these 
years the gross sale proceeds would be less than the costs and 
expenses of production 

(5) Cost of financing — The total financial requirements of the 
business have to be obtained by the sale of securities of different 
types The preparation of securities, their advertisement and ultimate 
sale through brokers and other financial agencies involve considerable 
expenses in the form of brokerage, commission, underwriting charges 
etc All these expenses are included in the cost of financing 

The total of all the funds required for all purposes from fixed 
assets to cost of financing constitutes the total financial requirements 
of the new business If the net revenue estimated earlier is sufficient 
to provide a reasonably good return comparable to the current rate 
of return from similar enterprises on the total finance required for 
the new unit the promoter can proceed with his plans with confi 
dence to establish the proposed corporation 

Checking up and verifying the investigations Usually 
this is done by the experts working on behalf of the financial interests 
invited to help in raising the necessary funds for the new enterprise 
The exact position of this step should be between assembling and 
financing but for the sake of convenience its discussion is usually 
taken up after investigation and analysis 

The report of the original investigators is likely to suffer from 
a number of defects and drawbacks Probably for reasons of eco- 
nomy the promoter could not utilize the services of a competent 
investigator of some reputation or the investigator employed was not 
unbiased and disinterested On account of these weaknesses the 
report submitted by original investigators employed by the promoter 
has to be checked and verified by another set of experts on behalf 
of the financial interests Both financial and non-financial elements 
of the investigation report are required to be checked The case of 
Bokaro Steel Plant may be again cited here as an cxampfe The 
report submitted by Indian investigators was checked up by the 
experts appointed by the American Government This was consider- 
ed necessary by the American Government before agreeing to pro- 
vide financial assistance and it is important to note that a number 
of weaknesses pointed by the American experts have been accepted 
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by the Go\ eminent of India and remedial measures to remo\e the 
weaknesses are being planned 

There are two important methods of checking the investigation 
report The first method is really a thorough and critical examination 
of the report itself An experienced person in a given field of busi- 
ness is usualtv aware of the major weaknesses and difficulties and 
the crucial points on which success or failure is likely to depend 
are readilv discerned b> his trained e\ e from the report itself The 
second method of checkmc is the same statistical analogs or com 
panson method to which reference has been made earlier Published 
data for proportionate amounts invested in various classes of assets 
investment per unit of output or capacvtv unit costs of production 
etc for various industrial groups are usuall> found. Similar data 
for the proposed business mav be compared with the published data 
of the groups of similar type of companies A great deal of care 
has to be taken in comparing such data because the published group 
data does not give anv idea of a considerable amount of variation 
from unit to unit which mav exist within the croup or an mdustrv 

(3) Assembling the elements of business 

This is the third step in promotion When the practicabihtv and 
profitability of the business opportumtv discos ered b\ the promoter 
has been established b\ thorough investigations and analvsis efforts 
mav be made by the promoter to give a concrete shape to the idea 
conceived bv him This is done by bringing together the various 
elements of business (1) idea* or opportunities, ( 2 ) property 
(3) personnel and managerial abilitv, and (4) finances Out of these 
elements the financial arrangements are to be treated under a separate 
independent heading 

In the process of assembling, the idea or opportumtv has, 
necessarily , to be brought to the knowledge of other parties interest- 
ed in management, finance etc and in doing so the promoter has to 
take suitable steps to safeguard bis own interests acainst piracv 
One of the steps suggested is to present the idea onlv to those who 
are known to be honest The other alternative is to take recourse 
to legal protective measures An opportumtv like an invention, 
trade name or trade mark mav be safeguarded b' taking out a 
patent under the patent laws of the country' Things like advertising 
matter mav be copvnghted Opportunities like an idea of combin- 
ing a certain number of existing plants may be protected b\ taking 
options, concessions or licences or bv entering into binding contracts, 
although the difficulties of drawing up a binding agreement are 
sometimes said to be insuperable An American case (Haskins \$- 
R) an) is cited as an example of this Haskins conceiv ed the idea 01 
combining a number of plants and took out options against tnexr 
properties He disclosed his plans to R van who pretended to be 
interested in taking them up It w'as alleged that Ryan delav ra 
matters up to the time of the expirv of the options taken out bv 
Haskins and then proceeded with the consolidation himself 10 
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avoid these situations, sometimes, the promoter has to undertake a 
part of the assembling job himself by taking up leases or other pro- 
perty rights in his own name or in the name of a firm or a board 
of trustees, to be transferred later on to the new company at an 
appropriate time After arranging for the procurement of property 
or the right to use the property the promoter has to obtain the 
consent of the persons well known for their managerial talent and 
ability to take the direction and management The willingness of 
able and reputed persons to accept the responsibilities of manage- 
ment makes the path of securing the financial assistance more 
smooth than it would have been otherwise When the assembling of 
elements of business has been done successfully the promoter has 
in hands what is usually called a "proposition ' to be presented to 
the financiers 

(4) Financial planning and financing 

This is the last step in the promotion of a new business The 
“proposition ’ has to be presented to the financiers in a well organized 
form The reports of the investigators, accountants, engineers, 
market analysts along with the opinions of lawyers and other experts 
should be attached to the final draft of the “proposition” The pro- 
moter may, already be in touch with investment bankers, capitalists, 
underwriters, etc The parties interested in financing the new business 
will get the “proposition checked and verified by their own indepen- 
dent experts This procedure has already been discussed earlier When 
the financiers satisfy themselves about the soundness of the “pro- 
position ’ on the basis of the reports of their own experts, a financial 
plan to suit the exigencies of the existing economic situation and 
environment is drawn up to secure the necessary funds , the necessary 
legal form ilitics of registration and the issue of prospectus arc gone 
through , the securities arc sold and proper organization to take 
over the newly promoted enterprise from the promoter is set up 

The entire foregoing theoretical discussion may be illustrated 
on the practical plane by taking the example of the promotion of 
Tata Iron and Steel Company, Jamshedpur 

(1) Di%c»vtry In 1882, while still working at Nagpur, 
supervising the Empress Mills Tata (late Mr J N Tata) chanced 
to see a document It was a report on the financial prosoects of 
iron working in the Chanda district by Ritter Von Schwarz, a 
German expert, an employee of the Government of India This 
inspired Mr Tata to explore the possibilities of establishing an iron 
and steel works Thus the idea of starting an iron and steel works 
was conceived 

(2) ImJeiltjjnfiona and analyst* (a) Preliminary invest!- 
gallons — -Tata is believed to have visited Lohara iron ores fields 
He also had the Warora coal analysed and at a later date he took 
specimens to England, where coking trials were made with no very 
satisfactory results After 1900, he took prospecting licences for 
Lohara and Pipalgaon deposits in Chanda district In 1902, he 
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asain took samples of coal to Endand and had experiments made 
in Germanv and Amenca He personal!} went to Carlsbad and 
Dusseldorf in Germanv in this connection 

From Endand Tata sailed to Amenca He visited Birmingham 
standing in the midst of an immen«el\ rich iron coal and limestone 
recion He met Mr Erskine Ramxav and other prominent manufac 
turers of iron and steel and the President of the Steel Trust At Pitts 
burg Mr Tata met Mr George Westmchouse and other industrial 
leaders and visited the Mills of the Comegie Steel Compam At 
Pittsburc Mr Tata discussed his plans with Mr Juhan Kennedv, 
the Head of the firm of Messrs Juhan kennedv Sahlin &. Co who 
advised Mr Tata to institute first a far more thorough and scientific 
investigation of the local conditions raw materials and the markets 
of India than he had hitherto done On the ads ice of Mr kennedv, 
Mr Tat3 eneaeed the services of Mr Charles Pace Penn, an eminent 
consulting encmeer of New ^ ork 

(b) Detailed investigations — Mr Perm first «ent his 2 ssoci 2 le 
Mr C M Weld who along with Messrs Dorabji Tata and Saklat 
wala entered upon a period of adventurous wand-rinas in CP 
(now Madhva Pradesh) in April 1903 Mr Weld travelled width 
in the recion examining the prospects of the supply of iron ore 
coal and water At the end of his enquiries, verv reluctantly, b® 
came to the conclusion that the Chanda project must b® given up 

On their return to hacpur the prospectors came to know about 
the ores of the Drug district Without losing time Mr Weld visited 
the Dhalli and Rajhara hills and was fully satisfied Tatasatonce 
obtained a licence and borings with diamond drills were made on 
an extensive scale in Rajhara Hill under Mr Weld s sup-msion. 
The results were highly satisfactorv A rough anabsis of the samples 
showed an iron content oT 65J° 0 Mr Penn also reached India and 
declared these ores as one of the mineral wonders of theworid- 
Mr Weld earned out a lone and careful survev of the Jhana and 
Rani can j coalfields and found that suitable coking coal could be 
obtained from Jhana only Samples of Dhalh and Rajhara ores 
and Jbana coal were sent to Germanv and Am-nca and the trials 
were declared to be successful The problem of large and constani 
water supply led the Tatas out of C P (now Madhva Prad®sb) to a 
site on nver Mahanadi near Sambhalpur at Padampur 1 

At this stage the Mavurbhanj ores were brought to the notice 
of the Tatas by Mr P N Bose Messrs Dorabji Tata Weld, Penn 
and Saklatwala visited the Gorumahisam Hills in Mavurbhanj State 
(Onssa) They found that these hills formed enormous deposits of 
iron ore quite as extensive as those at Dhalh and Raj~hara not <o 
compact and not quite so nch but more favourabh situated The 
ores were nearer the sea and nearer the coalfields of B-nsal The 
firm entered into an aereement with the Maharaja of Mavurbhanj 


1 Dhalh and Rajhara ores now support the Bb lai steel plant ard the Ronrleh 
plant is now locaicd a little north of Sambhalpur area- 
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with regard to mining concession For the first three or four years 
no royalty was to be paid, later on a small royalty beginning with 
half an anna per ton was to rise gradually to 8 annas per ton Over 
a term of fifty years the average royalty worked out at 31 annas 
per ton 

Messrs Perm and Weld at first chose Sim a junction on the 
Bengal-Nagpur railway about 60 miles north west of Gorumahisam 
Hill as the site for the proposed works But on account of the 
difficulties of water supply and the non availability of large tract of 
land of suitable type for sinking the foundations this site was given 
up in favour of Sakchi (now Tatanagar) near the Kalimati (now 
Jamshedpur) railway station at a distance of 152 miles from 
Calcutta The first stake was driven at Sakchi on February 27 1908 
The non-financial aspects of the investigations of the scheme were 
of a very difficult and trying nature The financial aspects were 
rather easier in comparison to the non financial aspects The total 
financial requirements including block and working capital expenses 
of promotion etc were estimated at about £ 2 millions 

Checking up of m\estigations—As will be explained later, Tatas 
tried to approach the financier of England for financial help and 
on behalf of a group of the London financiers interested in the 
scheme, Mr J Stoddart, chairman of the Parkgate Iron and Steel 
Company Ltd , visited India He brought with him Mr William 
Selkirk, an eminent mining engineer of London Both these experts 
reported very favourably 

(3) Assembly Properly investigated opportunity of making 
Iron and Steel in India, along with property-mining concessions in 
Mayurbhanj State and land for the site of the works, and managerial 
ability (to be provided by the Tatas) were assembled together to 
form a ‘‘proposition’* which was presented to the London financiers 

(4) Financing With an idea of getting most of the finance m 
London, Messrs Dorabji and Padshah went to England As men- 
tioned earlier a group of London financiers got the scheme examined 
by their own experts and were satisfied with regard to its soundness 
But there were differences about the degree of control which 
was to be entrusted to the representatives of English investors A 
disposition seemed to be manifested to sweep the Tata firm aside 
Far more disconscrting was the lack of interest shown by the London 


money market. 

Mr Dorabji and Mr Padshah, who had spent weary months 
in the city of London without a\ail, after their return conceived, in 
conjunction with Mr Bilimona, the bold idea of approaching the 
people of India for the financial requirements of the new company 
The decision was a risky one and many predicted fiilure, but it was 
amplj justified by the result 

Prospectus dated August 27, 1907 was issued and the instant 
response of the people was described by Mr Axel San! in at a later 
date in the following words “From early morning till late at night 
the Tata officers in Bombay were besieged by an eager crowd ot 
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nati\e investors Old and voung, nch and poor, men and women, 
thej came offering their mites , and at the end or three weeks, the 
entire capital required for the construction requirements, £ 1,630,000 
was secured, even penn> contributed bv someofS.OOO mine Indians 
And, when later an issue of debentures was decided upon to protide 
working capital the entire issue £400000 was subscribed for b\ 
one Indian magnate the Maharaja Scmdia of Gwalior 

The total expenses of promotion of the scheme amounted to 
Rs 5*35 000 (£35 000) From the time the idea was conceded in 
1882, it took nearh 25 jears up to the time of the issue of prospectus 
in 1907 

A sen thorough investigation and careful financial planning 
are of ven great importance in the process of promotion of new 
enterprises In normal circumstances the future success of a well- 
planned enterprise is almost assured while ill planned enterprises are 
lik el v to die in their infanev without attaining the stage of adulthood 
Even in the case of state enterprises the” nece^sitv of thorough 
investigations in the process of promotion is not less in am, wav In 
the present state of our development the investigations are usualh 
taken up b\ experts provided bj foreign collaborators. A few 
examples ma\ be quoted here to give some idea of the labour and 
effort involved in earning out detailed investigations 

The 5ior> of the investigations connected with the promotion 
of the Heav> Electricals (Bhopal) ma> be bneflv narrated as follows 

The proposals for the construction of the plant were submitted bv a 

number of foreign manufacturers After detailed consideration of these 
proposals the Government of India decided to enter into a technical 
consultant aareement with Messrs Associated Electrical Industries 
Ltd of the United Kingdom in November 1955 

The first step in jnvcstications was the preparation of 3 ques- 
tionnaire to be circulated to state governments for suceestmg most 
suitable sites for the factorv Fourteen sites in different states were 
suggested. A team of experts appointed b\ technical consultants 
assisted b> the technical adv lser of the concern visited the sites in 
different states Imtiallv, three sites were suggested as suitable bv 
the experts— (1) Barka khana (Bihar), (2) Bairagarh (near Bhopal), 
and (3) Antergaon (Hjderabad) 

Barka Khana was onlv 36 miles from Bokaro and was rot 
accepted being too near a steel plant. The site near Bairagarh was 
also not acceptable on account of the great depth of the Meek 
cotton soil there But another location near Bhopal citv was chosen. 
This site w-as near the mam rail wav line providing eas> communica- 
tion with Bombav and the coal and steel areas m M P , Bihar and 
Bengal Good water supplv could be obtained from the Bhopal lake 
and electric power could be had from the Chambal Hvdro-EJectnc 
Works The site is approximated 1,900 feet above sea level with a 
equable dim3te The temperature exceeds 100 3 F onlv for 35 d3vs 
and relative humiditv exceeds 75' * onlv for 90 davs m the vear A 
detailed project report was submitted bv the H E I Lid in Nov cm- 
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bet 1956 and, after careful examination was accepted by the Govern- 
ment of India in March 1957 The construction of the factory was 
taken in hand m June 1957 and the factory went into production m 
July I960 

Another type of information throws very interesting light on 
the dimensions of the efforts and labour devoted to the thorough 
investigations in the process of promotion of the Heavy Engineering 
Corporation (Ranchi) The plant is being built in technical collabo 
ration with Czechoslovakia The detailed project report submitted 
by the techno experts of Czechoslovakia to the Government of India 
for the foundary and forge plant was said to be as heavy as the 
project itself The report ran into 42 volumes and weighed nearly 
1 1 5 maunds It contained over 1 500 drawings The report was 
accepted after careful examination and the plant is under construction 
The amount of labour and effort involved m investigations leading 
to the preparation of the report can well be imagined than described 
The Bokaro Project was first examined by the Indian consultants of 
the Government of India and these investigations were checked up 
by the technical experts of the United States Steel Corporation on 
behalf of the U S Agency for International Development It is 
said that this study runs into seven volumes References to this 
study have been made earlier in connection with the points raised by 
the experts regarding the non financial and financial aspects of the 
project All these examples lead us to the only conclusion that very 
thorough investigation and analysis is essential for the promotion of 
new enterprises 

It has been stated earlier that the promoter renders services 
which are of great economic and social importance and it is therefore 
reasonable that he should be compensated and paid for these services 
These services can be classified under two heads (a) incurring of 
expenses, and (b) assumption of risks He incurs expenses in paying 
for the services of the consultants and experts, for taking out options, 
for acquiring properties and for such other purposes which really 
serve as foundation stones for erecting the edifice of a new enterprise 
He must be reimbursed for these outlays representing his out-of- 
pocket expenses at cost without any concealed profits All these 
expenses are of a determinate nature as their records are made in the 
books of accounts and are usually supported by documentary 
evidence The value of the second type of service— the assumption 
of risk— is almost indeterminable The promoter runs a great risk 
of not being able to persuade any one to join hands with him in 
promoting the projected business and thereby losing his out-of- 
pocket outlays in developing the original discovery He must expect 
a handsome reward for the assumption of these risks But it is very 
difficult to determine the quantum of this award 

From the theoretical point of view the promoter may be re- 
imbursed in cash for the amount of expenses actually incurred— the 
out of-pocket outlays, but for the risks assumed by him he may be 
rewarded by the allotment of equitj shares not paid for in cash This 
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form of payment sounds reasonable on grounds of economm justice 
In case, the promotion turns out, eventually, to be a failure, the 
equitv shares allotted to the promoter for consideration other than 
cash will command almost no value in the market and that is what 
he actually deserves under such circumstances On the other hand, 
if the promotion is successful the degree of success will be reflected 
in the value of the shares (inclusive of premium) and naturally in the 
higher quantum of the reward of the promoter In the case of 
exceptional!} successful promotions these rewards are sometimes quite 
large and the promoter who gets such handsome rewards, as well as 
the management responsible for giving such rewards are both 
subjected to harsh and sometimes uncharitable criticism. But the 
critics, in such cases complete!} ignore the other side of the picture 
The earlier investigations sometimes cost the promoter lakhs of rupees 
if the project does not reach the stage of becomme a ‘proposition*, 
there is no source to which the promoter can look for reimbursement 
of the out-of pocket outlay s, and m such a case the loss is ennrelv 
his and his alone The exceptional rewards should reallv be judged 
against the background of the possibilities of heavy losses hkeh to 
be sustained. 

Sometimes the promoter ma} be compensated by giving him an 
option to purchase shares of the new corporation at a fixed price 
within a fixed period of time This is said to be a common practice 
in the United States of America for compensatme the promoter 
This method offers an opportumt} of making substantial gains in the 
future without immediate investment of money, in case the company 
is successful and the price of shares rises above the fixed purchase 
pnce This option will be exercised only when the shares begin to 
sell at a premium above the fixed purchase pnce This method of 
compensation is acain an outcome of the uncertainty that surrounds 
the chances of success or failure of a new business For giving such 
option to the promoter, warrants, giving a right to purchase shares 
m future, are usualh issued In a number of notoriously fraudulent 
cases, the promoters were paid for their services m the form of shares 
In most of the states of the USA, laws (popularly known as ‘Blcc 
5k}' laws) to protect the interests of the investors from being diluted, 
have been passed. In extreme cases of fraud, it is said, promoter 
sold to the investors nothing more than a few feet of the blue skv 
The ‘Blue Sky’ laws general!} require the shares issued for considers 
tion other than cash to be placed in escrow with the Securities 
Commission for a certain period Sav for example, according to the 
law of a particular state the promoters shares will remain in escrow 
till a dividend of 6 per cent is declared and paid on all outstanding 
shares. If the company fails before the declaration and pavroent ti 
6 per cent dividend the promoter's shares stand at the bottom fot 
payment , they can be paid only when all other securities h3\e bees 
paid off 

In theory, according to the foregoing discussion, the promet'T 
may be paid in cash for his out-of pocket expenses and m equ*' 
shares for the nsks taken and intangible services rendered by him- 
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But in practice, the modes of compensating the promoter vary 
considerably from company to company and usually take one or more 
of the following forms in India 

(1) Commission — Commission may be paid to the promoter 
on the purchase price of the property or business acquired by the 
company through him 

(2) Profit — The promoter may purchase a business or other 
property and may be allowed to sell the same to the company at a 
higher price or he may sell his own business to the company at a 
profit 

(3) Lump sum — The promoter may be remunerated for his 
services by the company by means of a fixed amount of money as a 
lump sum 

(4) Job or office — The company may gne a good job or some 
office of profit to the promoter In India, the promoter is usually 
remunerated by being appointed as the Managing Agent, Manager, 
Managing Director, Secretary or Treasurer of the company 

The remuneration may be paid in cash shares or debentures 
or partly in one form and partly in another 

No one can deny that the promoter spends time and money 
and stakes his reputation on untried and therefore risky projects 
and consequently he is entitled to be reimbursed for his outlays and 
to be rewarded for the risks assumed But the functions performed 
by him are of a unique and indeterminate nature and his relationship 
with the company promoted by him of a very peculiar nature, 
rather difficult to define and delimit He does many things and 
performs duties on behalf of an entity which has not yet come 
into existence He, therefore, cannot be defined as an agent as the 
principal is non-existent He cannot, e\en, be called a trustee in 
the full sense of the term because he is interested in profits resulting 
from successful promotion and is thus not a disinterested person 
Under these circumstances his relationship with the company and 
the subscribers is said to be fiduciary— a position of full trust and 
confidence As a corollary of this relationship the promoter is 
expected to follow or adopt a definite code of conduct m his dealing 
with the company He must reveal all facts with regard to the property 
and other deals which are likely to influence the decision of the 
company He must not make secret profits out of the transactions he 
enters into on behalf of the company , he must gi\e to the company 
the benefit of all contracts made by him on its behalf , he must not 
make an unfair use of his position and he must disclose all mate 
rial facts to the company 

, The promoter must act \n full good faith otherwise he may be 
'ne'td persona'i'iy Yia'o'ie lot arts done tm WmM t fi Vue ttmiparry 4cnmg 
the course of promotion Prior to incorporation the promoter enters 
into agreements or contracts for materials, real estate or services 
These agreements and contracts have to be ratified, adopted or 
assumed by the new company after its incorporation to release the 
promoter from his personal liability Unless he discloses all the 
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material facts, relevant to the contract, its adoption or assumption 
'will not be binding on the company , any secrecv or concealment of 
facts on his part will make his position indefensible in a court oflaw 
The adoption of a preliminary, premcorporation contract be- 
tween a vendor and the promoter by the company after its incorpo- 
ration is not sufficient to release the promoter completes from his 
personal liability The fact that the adoption of a prehmmary contract 
is made one of the objects of the company in its memorandum or 
articles or that the company has passed a resolution to adopt it will 
not create a contract between the compam and the other parts 
The only way suggested to overcome this difficult' is that the 
company should enter into a new contract with the tender drawn 
up entirelv on the same lines and in the same terms as the prevto-S 
contract entered into with the \endor b\ the promoter on behalf of 
the company This procedure is called ‘Novation For this pur- 
pose a clause is inserted in the articles of the new company which 
refers to the preliminary contract and provides 'ts compary 
shall adopt it and that the directors shall carry it into effect forth- 
with After the registration of the company the adoption is affected 
by making a nen contract This contract made between tbe vendor, 
the agent and the company, puts an end to the old contract between 
the \endor and the agent or trustee and incorporates its terms as a 
new contract between the vendor and the company This relieves the 
promoter of his personal liability 

As a consequence of these difficulties the usual practice now 
is not to make any contract before the registration of tbe company 
but to agree to the form of a ‘draft contract* to be entered into b\ 
the vendor or the promoter and the company after »nc©T>oratJon 
This ‘draft agreement* is referred to in the Memorandum in the 
‘objects clause (usually as tbe first clause) and also in the Artides- 
This draft agreement is initialled by one or mere of the named 
directors, or by a lawyer, solicitor or accountant of the company 

The agreement then comes up before the board of director* after 
the company has been registered and has become entitled to com- 
mence business In the meeting of the board of directors, the agree- 
ment is adopted, signed and sealed after due consideration. 

Promotion and Companies Act 

The Indian Companies Act, 1956, is very strict towards those 
who promote a company and having promoted conduct and manace 
its affairs. It prescribes a rigid code of conduct for those who 
promote a company and manage its affairs subsequently The Art 
requires particular care to be taken while inviting subscriptions for 
shares or debentures of a company and raising capital The greatest 
care must be taken in handling funds raised on behalf of the companv 
and must be properly accounted for Thus the A ct completely safe- 
guards the investor against fraudulent practices of promoters, direc- 
tors and others concerned. 

(1) Promoters' responsibility —Under the spirit of the Indum 
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Companies Act, the position of the promoter m relation to the 
company he promotes is assumed to be fiduciary one, i e , a position 
of full trust and confidence towards the company By virtue of his 
position as such he must be faithful to the company throughout as 
he is answerable to the company for all his acts of omission and 
commission from the time he sets out to form the company He 
must conduct him very carefully and must not make an unfair use of 
his position and derive any secret benefits or make any secret profits 
out of the transactions he carries on behalf of the company When 
time comes, he must disclose all material facts and render full and 
faithful account of all profits or benefits to the company He is 
personally liable on contracts he makes with the vendor or others on 
behalf of the company during the course of promotion 

(2) Issue of application form for shares or debentures The 
Act prohibits issue of an application form inviting subscription for 
shares ot debentures of a company unless the form is accompanied 
by a copy of the prospectus which contains the terms and conditions 
of the issue This enables the prospective investor to see for himself 
the conditions of the issue and the status of the company before 
applying for shares or debentures 

(3) The issue of prospectus— One of the important steps in the 
process of formation of a company is the raising of capital Capital is 
collected over a wide area in and outside the country The terms 
and conditions of the issue of capital are set out in the prospectus 
and the adequacy of finance and the ease with which it can be 
obtained very much depend on the attractive nature of the pros- 
pectus The prospectus, at the same time discloses full facts to the 
prospective investor The present Indian Companies Act, in order 
to safeguard the interests of the investor against fraudulent issues, has 
considerably enlarged the provisions of the prospectus The Act defines 
the term prospectus to mean any notice, circular, advertisement 
or other document inviting offers from the public for the subscription 
or purchase of any shares or debentures ' The prospectus must 
contain detailed information about the company, its financial plan, 
its management, etc so as to enable the investor to judge for himself 
whether to risk his money or not The statements contained in the 
prospectus must be accurate, complete in all respects and true They 
should not be misleading The prospectus should reveal the facts 
in their true colour No ambiguous phraseology, unfair reservations 
or half truth should be allowed to creep in the prospectus The 
financial statements and opinion of experts, if included in the pros- 
pectus, must be supported by the reports of auditors and accountants 
and the consent of expert* If any misstatements are included in the 
prospectus those responsible for its issue ace held liable and the 
investor can get back his money or damages, as the case may be 

(4) The minimum subscript ton — Many a time, companies arc 
formed with inadequate capital These companies either come to 
grief soon after their formation or have a very bad career In order 
to check the formation of such under-capitalized companies, the Act 
prescribes for the minimum subscription The object of this provision 
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is to present an\ company commencing business unless adequate 
resources are available to give jj a good start The minimum 
subscription is the amount •which must be raided to provide for the 
following . 

(a) purchase price of an\ property purchased or to be pur- 
chased out of the proceeds of the issue 

(b) an> prelimmarv expenses and commission payable by the 
compam to am person in consideration of bis agreeing to 
subscribe for shares of the compam 

(c) the repaMnent of am loans in respect of am of ibe fore- 
going matters 

<d) working capital and 

(e) am other expenditure 

(5 1 Minimum raiment with application — The shares may be so 
issued as to fulfil the condition of minimum subscription, but the 
actual pa\ment on each share ma\ be inadequate The Act. therefore, 
provide* that the amount p3\able on application on each share shall 
not be less than 3 per cent of ihe nominal amount of the share. The 
compam is also under an obligation to see that even shareholder 
pass the said amount and that no allotment is made without com- 
pliance with this requirement Any allotment made without payment 
of at least 5 per cent of the nominal value of the shares is, therefore, 
invalid 

(6) Return of appfication more) in case of failure of the 
subscription — There mav be cases of fraudulent formations of com- 
panies without am intention of commencing a business. The motive 
ma> be simply raismc money from the public fraudulent!). The 
Companies Act, therefore, enjoins on the promoters to keep the 
application money receiv ed from applicants for shares deposited in 
a scheduled Bank in a separate account till the corapanv gets the 
minimum subscription and the certificate for the commencement of 
business If the conditions of the minimum subscription or of 5 per 
cent application monev are not fulfilled d i as such the compam 
fails to get the certificate for the commencement of business, the 
application monev must be returned with interest to the applicants 
concerned. 

(7) Issue of shares ct a discount — Ordmanh, ev ery shareholder 
is requited to pay the full nominal value of his shares in cash and a 
corapanv is forbidden to issue shares at a discount. Even if the 
compam is in difficulties or wants to compromise a creditor's claim, 
it cannot issue shares at a discount A contract for doing so is void- 
This provision is a check against granting favour to certain share- 
holders and disfavouring others 

(8) Issue of shares cl a premium — A companv has power to 
issue shares at a premium There was no specific provision in *be 
Indian Compames Act for the proper application of premium 
received prior to 19e6 with the result that misuse of funds thu' 
collected was not lacking The Act h3s therefore, now laid down 
specifically how the premium collected on the issue of shares should 
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be utilized The Act prohibits distribution of share premium by way 
of dividend The amount of premium is termed as a separate class 
of paid up capital of the company and is kept intact till the winding up 
of the company The Act, however, permits the application of the 
share premium to write off capital losses of the company 

(9) Underwriting of shares — Underwriting is a method by 
which a company which offers shares for public subscription ensures 
that the whole of the issue or at least a part of it to cover the amount 
of minimum subscription is taken up It is done by means of an 
underwriting contract entered into between the company and a 
financier The promoters may themselves serve as underwriters and 
charge high rate of commission or they may contract with a weak 
financier to underwrite the shares of the company resulting in a 
failure ultimately, thus involving in trouble all the subscribers 
of shares of the company In order to safeguard against malpractices 
and misuse of power, the Act requires the disclosure m the prospectus 
of the names of underwriters and the opinion of the directors that 
their resources arc sufficient to discharge the obligation The Act also 
requires disclosure in the prospectus of the amount of commission 
paid to a promoter or officer of the company during the preceding 
two years of the issue of prospectus The Statutory Report should 
mention the reasons for the failure of an underwriting contract 

(10) Capital of managing company — There have been cases 
where the capital of the managing agency company has been inade- 
quate as compared with that of the managed company The Company 
Law Committee suggested that the intending subscriber was entitled 
to information about the financial standing of the managing agency 
company and the Company Law requires the disclosure of this 
information in the prospectus 

(11) Property to be purchased and \endors thereof— It is just 
possible that financial frauds might be committed by promoters in 
the transactions relating to purchase of property for the company 
The Act, therefore, requires disclosure in the prospectus of full facts 
about the property to be purchased and the vendors thereof The 
information must be given tor the transactions of purchase of 
property that might have taken place in the preceding two years 

(12) Other disclosures — The Act also requires disclosure in 
the prospectus of other matters likely to help the investor in arriving 
at a correct judgement about the company and Us finances and 
management etc , viz 

(a) Preliminary expenses and the persons by whom these 
expenses have been paid 

An# b/Wft&t j'.vta to a. ijraamtet at officer in the two 
preceding years and the consideration for the same 

(c) Particulars of all material contracts made in the two 
preceding years 

(d) Full particulars about the interest of any director or 
promoter in the company 
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Factors Affecting Long-term Finance 
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Internal factors 

Age of the business or industrial unit Just like the indivi- 
dual human beings the individual firms or companies also pass through 
different stages of their life-cycle , after their birth or incorporation 
they pass through the period of childhood and then attain maturity 
and adulthood and finally reach the old age and infirmity , in the 
end they also die like human beings through the process of liquida- 
tion, and cease to exist The requirements of life of the human 
beings are different at different stages of their life In early child- 
hood or infancy milk is the mam support of life, but in youth, 
representing the period of vigorous growth, all types of nourishing 
food both liquid as well as solid is consumed But when old age 
sets in, the requirements of food decrease and one has to become 
selective in the matter of consuming different types of food available 
to safeguard his digestion from being impaired Almost similar 
principles hold good in the case of individual firms and companies 
During the period of early childhood the temper of activities rises 
slowly and income is insufficient to meet the obligations In such a 
situation it is desirable that equity shares or common stock provide 
the necessary base for procuring funds and long-term fixed charge 
securities are not issued 

The amount of funds required initially may, however, influence 
the choice and judgement of the management Certain types of 
businesses like the iron and steel making or automobile manufacture 
require huge sums of money initially for setting up a unit of a 
reasonably efficient size The huge amount of funds required make 
the approach to the capital market and to the various classes of 
investors almost inevitable and the management finds it difficult 
sometimes to confine its choice to equity shares or common stock 
only It takes recourse to a wider range of securities to obtain the 
necessary funds But sometimes the risks involved are so great that 
even in the case of a large business the management tries to confine 
its choice to equity shares or common stock only 

A properly nursed enterprise attains adulthood and enters 
upon a period of balanced growth As the intake of food of a 
grown up human individual is more and varied and the power of 
achievement great, so the financial requirements of a successful adult 
business unit are far more in comparison to its early days and its 
increased productive capacity usually brings in higher incomes 
Rising income provides the necessary bases for the addition of fresh 
capital Increasing capital needs have to be, and can safely be, met 
by tapping varied sources of capital supply During the period of 
vigorous growth and rising incomes fixed charge securities can be 
issued safely and advantageously Success of the business helps to 
establish confidence m the minds of even the conservative suppliers 
of capital and this period is most suitable for embarking upon capi- 
tal operations usually known as ‘trading on equity' Cheap capital 
from outside is used advantageously for paying higher dividends to 
equity shareholders This is also the time for preparing well-drawn 
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up plans of debt reduction and for putting them into operation to 
consene a part of the rising incomes to meet the debt obhgalions m 
future at their matunt\ 

Slow growth is financed mnn\ times from internal resources — 
saved earnings — of a prosperous business But sometimes the 
opportunities of rapid growth and expansion unfold themselves 
suddenly in several new directions and progressne and energetic 
managements trv to tale such opportunities b\ the forelocks For 
meeting the requirements of rapid growth and expansion thrx h3\e 
to issue a vanetv of securities — shares bonds and debentures— to 
make the broadest possible appeal 10 different tv pe of investors 
During such periods a judicious use of fixed-charge beating securities 
along with bonus shares and rights issues is perfectly justified both m 
theorv and practice In India at the present time we are actually in 
the midst of such a penod of planned rapid growth of industries 

In the case of human individuals after maturity the old age 
begins to set in the strength and working power declines, the 
digestion gets impaired and one has to resisfihe temptation of neb 
foods A wise man winds up his affairs and finally dies peacefullv. 
Similar is the case with firms and companies. The penod of develop- 
ment and maturity of individual units ma> be long or sometimes verv 
long but in the long run each and everv unit has to face decline and 
ultimateh death Manj times the ultimate death is postponed for long 
through the process of reconstruction, modernization and refinancing. 
But ultimately like human beings, institutions are also mortals- In a 
business unit the setting in of 'decline and old age ma> be heralded 
bj a decline in incomes 3dd earnings A wise management should 
meet the situation created b> the decline w the mroroe bv bringing 
aboui an equal reduction >n the fixed charges. This should be done 
b\ the retirement and discharge of debt and other fixed-charge 
bearing securities b\ using the funds accumulated through the process 
of sinking funds and other similar reserves created dunng the penod 
of prosperity and growth- As the earnings decline a parallel reduction 
both in assets and obligations is desirable nall\ . as the manage- 
ment feels that its services are no longer required bv the community, 
the remaining assets should be sold off and the proceeds utilized for 
p3jtng off all contributors of capital— owners as well 2 s creditors 
an alert and honest management working under normal circum- 
stances should be able to pay off all bondsand debentures at their 
different dates of maturity. to redeem the preference shares and to 
return to the equity shareholders an amount equal to their original 
contribution plus an amount of the residuary surplus remaining 2 i 
the end after meeting all other obligations In principal an ordinary 
shareholder who remained a member of the company from the dav 
of promotion to the day of final dissolution or liquidation should 
have received in dividends and the return of the principal a total sum 
equal to the amount of his original capital contribution pi us a normal 
rate of return on his investment 

Control of management. At the time of promotion of a new 
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company usually there is a small group of influential persons who 
take initiative in organizing the company They also have in mind 
the idea of retaining permanent control over the management ol tne 
company This may be done by keeping a mijor part of the voting 
power in their own hands They might also desire to secure control 
by minimum investment in the form of capital Long-term financial 
policies of the company are affected considerably by this desire or a 
group to keep the management perm inently under their control 
Majority of the equity shares may be taken up by hegroupora 
substantial portion of the voting shares may be allotted to share- 
holders scattered over a wide area These sharelioldcrs may not 
find it possible to be able to present themselves in the mee mgs to 
influence the voting The desire to retain control w th a ™mmum 
amount of investment may result in the issue of a substantia amount 
of non-voting securities like preference shares or ^ 

like debentures and bonds This device cnjb,e * tbc n ^ 
to acquire control over a large proportion of companysasscswm 
minimum investment The same result c l n b f ° bt ^" ed _ b 0 y n ^ 0 
equity shares of a lower face value say R? 10 /- . deferred 

preference shares of a higher value, say Rs 100/ L ^ 
shares of Rc 1/- were also used almost for the same purpose 

Reputation of management anil crcdit-u ^ * * j 

concern. Management acquires reputation by show 8E ‘other 
results When persons who have shown good resu lb m other 
ventures arc connected with a new concern, the > concern has 
confidence in the investing classes Similarly, when . .. . 

been earning good profits for some time, investors > credit 

provide fresh funds for its expansion as the unit is cwojewlwdrt 
worthy These factors help the company in sec wing 1 "“““g 
finances on better terms , required amount of ca P'J a * > ' b . k _ ? hc 

by , ss u,„ e preference sharer bav,n 6 no Pr,« f 

participation features or conversion rights , an T .. n ntrarv a 

debentures may be issued without any difficulty nersons 

company which docs not enjoy the privilege of hay ^ g does 

of good managerial reputation on its board of m _ 8 difficult 

not have a good record of credit-worthiness may (usually higher) 
to issue securities which do not carry an attracb ^ not been 
rate of returns or to which some special privileges have not 
attached 

Rate of returns and the stability of earnings 

(a) Rate of Returns — If a business enjoys a high fate; ^ 
returns it is likely to finance its growth and devel p ® e u 

ing back its own earnings Such a business is not I hkely to.sei. 

securities to any substantial extent to obtain fu * P o( - thc 

for expansion Higher rate of return is a clea usually 

existence of a potential for expansion and retai P ‘ Rut )n a 
employed to finance the growth of such a . nno t be 

business where the returns arc moderate retained earnings cinnot be 
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expected to plav an important to): and expansion mav have to he 
financed b\ an issue of new securities ■which might include debentures 
and preference ■shares besides equitv shares A compam with poor 
returns is not likriv to have am substantial amount of retained 
earnings but on the other hand it mav have so little investment 
appeal that there ma) be no alternative except to reh on its own 
poor resources for financing its gxowih- 

(b) Stability of earnings— A number of factors cm influence 
the stabihtv of earnings two of them— volume of business or sales 
and profit margin — are more important The volume cT business 
cm fluctuate on account of the competition from other units, shifts 
in fashions or st\les o r on account of the influence of business evde 
or the changes m the use of substitutes The changes in the marpn 
of profit mas take place on account of cuts in prices b\ competitors, 
slow turnover of the stock or the difficulties imposed bv inflexible 
costs of production 

The volume of business seems to be more stable in certain tvpes 
of industries than m others The ■volume of business of consumers] 
goods industries is usualh more stable than those of the producers 
goods industries the sales of the products of food industries are 
more steads than those of the iron and steel or construction tndu*- 
tnes . industries producing articles having low unit pnees like 
cigarettes or matches enjov more stable volume of business .companv 
enjoying monopolistic or semi-monopolistic position on account of 
control of raw materials, secret processes or patents or franchise 
ma\ also enjov the benefits of the slabiluv of the volume of 
business 

In devising the capital structure the stabihtv or unstabihlv of 
earnings should be given due weight More conservative opinion is 
that industrial enterprises (as distinguished from utilities) should not 
include fixed charge securities at all in their capital structure, but a 
little less conservative opinion is that the use of fixed charge securities 
m the capital structure of the industrial companies should be so 
limited that at least twice the amount of fixed charges pavable »s 
earned during the least successful periods of working of these 
concerns Industries which earn handsome profits sometimes 
and onl> meagre profits at other times are designated ‘pnnee and 
pauper' industries Companies in such fields usual! v require cosm 
fixed assets and thev can use a substantial amount of borrowed 
capital for acquiring the fixed assets onlv if ibev conserve a gc-od 
proportion of their earnings when thev are princes to meet the fixed 
charge obligations djnng the lean periods when thev are paupers. 
The same principle is to be applied in the case of companies whose 
earnings are irregular The averages of irregular earnings over a 
period of time might justifv the issue of fixed charge securities if the 
dips m earnings are carefull> set off acamst the peals bv propem 
conserving the peak earnings to meet the obligations dunng the 
periods of dips On the whole the general principle to be followed 
bv concerns subject to the nsh of unstable or fluctuating ear nine is 
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that as far as possible the issuance of debt securities should be 
avoided, of preference shares should be kept at a minimum and of 
equity and bonus shares should be favoured and relied upon In the 
case of public utility concerns the earnings are more or less 
regular and steady and in their case debt and fixed charge securities 
can form a large proportion of their capital structure In the U S \ , 
the capital structure of certain gas and electric companies consisted 
of equity securities only to the extent of 30 per cent and rest of the 
70 per cent comprised fixed charge securities (debt 50 per cent and 
preference 20 per cent) 

Nature ofa**ct* Tangible assets with long life of usefulness 
are sometimes considered to provide a good basis for the issue ot 
long term securities Similarly current assets are associated with short- 
term finance It is thought that the soundness of assets for borrow- 
ing purposes is closely related to the physical and productive length 
of life of individual assets although this life may sometimes be 
shortened on account of new inventions or ■ technological devel lop 
ments, and the assets may be rendered obsolete long before the 
redemption of the securities issued against them Assets ot a very 
highly specialized character unsuitable for other aUernative uses a 
the wasting assets like mines which get exhausted during^ the course 
of normal operations and are non reproducible, are ,es , f 
basis for the issue of longterm securities As a ^result of long 
experience modern trends seem to indicate that long Pj c11 
of assets does not insure either stable capital value or a steady now 
of earnings to provide a sound basis for the * s * assets like the 
long term securities , while permanent need for cu desirable 

stocks of materials or saleable goods may be considered as a d,, ^ 

basis for long term financing This tendency is d^ern.ble m the 
shifts in the hnancial practices followed by American ra y jnd 
tobacco companies The railways try to avoid . .. re sort 

use their own retained earnings for financing eq P . ^ hand 

to intermediate credit The tobacco companies, 
are replacing a part of their bank loan finance by g 

Ratio of fixed and tearing capital The ratio that Jjxed 
capital bears to working capital is also said to grc1t 

afTects long-term financial policies This ratio « “ JO" a 
extent ,s the result of the nature of the mclSo! 

particular unit is operating It is also dc P c jjj|*” P ha f ab n- 
of several stages of working within one an t, p &- nQt 

catmg, setting and customer financing f Linct ^ ns J engag ed in 
all be performed by the same unit A firm simp y » t L pita i 
distribution needs most of its funds m the requires major 

while another firm undertaking manufacturing b locical that a 

part of its funds in the form of fixed capital , s ^ v _ n f Obtain its 

firm using major part of funds as ^‘^jj^^which requires 
capital on the long term basis while another firm ^ ^ Qf 
major pan of funds as fixed capital may take re pointed out 

the instruments oflong-term finance and credit But as pom.eu 
previously long term assets represented by fixed capital do not 
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greater For units in such industries it is advisable that they should 
include more of equity securities in their capital structure as 
compared to the units in those industries where the competition is 
not so intense 

Condition of the investment market — The choice and preferen 
ces of the investors for different type of securities continue to change 
from time to time Custom and experience give rise to likes or 
dislikes of the investors at a particular time for certain types of 
securities Usually during the periods of brisk industrial activity 
equity securities may be favoured by investors and during the 
periods of dullness in the industrial field investors maj be favour 
ably inclined towards bonds or debentures High rates of taxation 
may also sometimes discourage investment in equity securities At 
certain periods of time certain types of securities are more popular 
than others with the investing classes of people In India invest 
ment in Government securities was more popular than the invest 
ment in industrial securities Custom and experience may be partly 
responsible for such attitudes exhibited by the investors and partly 
they may be the results or mere whim and prejudice But these 
investor preferences and attitudes exercise a considerable influence 
on the choice of the managements of industrial concerns in selecting 
the types of securities to be placed in the investment market at a 

particular time with a view to reducing the cost of financing or to 
ensure the supply of necessary funds On account of the conditions 
prevailing in the investment market at a particular time a company 
may be forced to issue a particular tvpe of security it does not prefer 
and may have to undergo the ordeal of refinancing at a later date 

Fates of interest prevailing in the market — Theoretically when 
the conditions in the capital market are normal and the interest 
rates are considered to be normal the rates for comparatively short 
term funds are lower because from the point of view of the suppliers 
of funds short term contract implies less risk and greater liquidity 
to the contrary the rates for funds required for comparatively longer 
periods of time must be higher because more distant future implies 
diminished liquidity and greater risk But when the conditions in 
the capital market are not normal and the prevailing rates of interest 
are either low or high the trend of thinking and reasoning on the 
part of supplier of funds will be different If the prevailing rates of 
interest are considered to be low the supplier of funds wilf be very 
hesitant in committing their funds on the basis of long term con 
tracts as they expect the rates of interest to rise in the near future 
They would naturally like to supply funds for short periods on the 
basis of short term credit instruments But when the interest 
rates are considered to be high the suppliers of funds fee I more 
interested in long term securities because they wish to seize the 
opportunity of entering into a long term contract on favourable 
rates before they begin to decline 

The rate which an individual company must pay for obtaining 
the necessary funds is determined besides the general level of 
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interest rates prevailing in the market at the time of financing, by the 
credit standing of the company in the market and the form and type 
of security chosen to be offered The choice of the form or type of 
security, in its turn, is dependent upon the comparative costs of 
alternative forms, the degree of risk to the company involved in the 
use of various forms and the availability of finance During the last 
few decades the cost of debt finance has been lower in comparison 
to preference or equity finance Under such conditions debt 
financing may be chosen in spite of the risk it involves on account 
of its cheapness and availability Then again as between the short- 
term and long term debt the weaker companies may resort to short- 
term debt because it is cheaper and more readily available although 
it involves a potential threat to solvency on account of the recurring 
necessity of repayment and renewal In some of the industrially 
advanced countries the short-term bank lending rates are lower than 
bond yields During such periods of low short term rates there is a 
strong temptation to obtain funds on the basis of short maturities of 
low cost But it may be more prudent for average company manage- 
ments to secure long-term finance on somewhat higher rates to 
safeguard themselves against still higher rates and paucity of funds 
later on The higher cost at this time may be justified as it assures 
a command over funds obtained now over a longer period For com- 
panies, having a strong financial position, it may be economical to 
pay a higher bank rate and wait for a future opportunity of financing 
on a lower yield debenture basis rather than to commit themselves 
over a longer period at a higher current rate on long-term debt 
securities A safe and conservative opinion, however, is that where 
there is a possibility of making choice, it is better to decide in 
favour of long-term financing so as to be able to secure the benefit 
of the device of liquidating the obligation gradually and conveniently 
from funds set up for this purpose rather than be compelled to 
take resort to refinancing operations under uncertain and probable 
inconvenient conditions prevailing in the capital market in future 

The preference shares carry with them a minimum obligation on 
behalf of the management to pay regularly the stipulated rate of 
return or to repay the principal Preference capital assumes more 
risk in comparison to the debt capital and as such normally costs 
more than the debt capital Large sized companies with a better 
credit standing arc in a better position to sell preference shares in 
comparison to the companies of a smaller size During the period 
of the upswing of the business cycle, when business confidence is 
high, preference shares can be sold easily almost on debenture or 
bond yield basis The conditions are likely to be equally unfavour- 
able during the period of difficult or unhealthy business conditions 
In the case of the cost of equity capital a rough measure of 
cost is the relation of earnings to the price per share A correct 
measure, however, would be the relationship of future eammgs to 
the price because a particular price is paid in the hope of expected 
future earnings But the future earnings may be over- or under- 
estimated and accordingly the relationship of current earnings to 
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Capital Structure 


After discussing some of the important factors to be taken 
into consideration by the managements of companies in shaping 
their long term financial policies we now proceed to examine the 
bases of determining the amount of long-term capital required and 
the forms of securities to be used for raising the total amount of 
capital In this connection it is necessary first of all to mention 
some of the important terms used by different writers on the subject 
Some writers use the term capitalization to represent the total 
sum of all the long term obligations of the company in the form of 
ownership and borrowed capital and they refer to the various kinds of 
securities that make up the total amount of ownership and borrowed 
capital as the capital structure Some other terms like financial 
plan and financial structure are also used almost in the same sense 
in which the terms ‘capital plan and ‘capital structure’ are used 
Authoritative writers, however, try to make some distinction between 
the different terms for the sake of clarity and clear understanding 
These writers use the term ‘capital plan’ to denote all long-term 
capital including share capital, funded debt, surplus, surplus reserves 
and undivided profits, while the term ‘capital structure’ is used to 
denote only the total of outstanding long-term securities, both 
ownership and debt The term financial plan relates to the dis- 
cussion of all liabilities, short-term and funded as well as share 
capital, surplus, and net worth reserves The financial structure is 
said to be the broadest of all these terms and it relates to the dis- 
cussion of all the items on/both sides of the balance sheet, meaning 
thereby a discussion of all the items on the liabilities side including 
entire capital and other items denoting indebtedness of the company 
and the relationship of these items to the assets of all types on the 
other side of the balance sheet The phrases which frequently occur 
in the books of company finance arc ‘capitalization’ and ‘capital 
structure’ but the increasing use of shares with no-par value or 
with only a nominal par-value in America has created difficulties 
in the use of these terms with a precise meaning and consequently 
some of the writers have stretched the term ‘capitalization’ to include 
capitalization and surplus and have adopted the term ‘invested 
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capital as sjnonjmous with capital structure The practices adopted 
in the field of compan> finance in India are not so complicated as 
jet and we maj use the term 'capitalization' to mean the amount of 
ownership and borrowed capital to represent the long term indebted- 
ness of the compam, and the term ‘capital structure* to denote the 
hind of securities that make up the capitalization. Besides represent- 
ing the amount of long-term obligations of a companj the term 
‘capitalization’ is also used when retained profits are made a perma- 
nent part of the long term capital b> issuing bonus shares to the 
existing shareholders This process is called the capitalization of 
retained earnings or profits Similarl) when total earnings alone 
with the current rate of interest are used for calculating the total 
capital the process is called the capitalization of earnings 

We maj now proceed to discuss capitalization and its bases 
first and then to take up the problems relating to capital structure 
subsequently When a new unit is to be established or an existing 
unit is to be expanded the amount of capital required for the pur- 
pose has to be estimated The earnings and cost theories of 
capitalization are emplojed for estimating the figure of total amount 
of capital required for starting a new unit or for expanding an 
existing one 

The earnings theorj of capitalization 

Houses are built on sound foundations and no one can build on 
sand Similar]}, industrial structures haxetobe supported b> the sound 
foundations of earnings If the earnings are inadequate the industrial 
structure will collapse So m the earnings tbeon the net income or 
earnings are taken as a basis to work out the figure of the total 
amount of capitalization which can be supported b\ the estimated 
earnings First of all the current market rate of return per hundred is 
taken and hundred divided b} this rate gnes the number of times that 
the total capitalization would be of the estimated earnings For 
example, if the current market rate of return is JO per cent and the 
estimated earnings are Rs 5,000 per annum, then the total capitali- 
zation would be worked out m the following manner The amount 
of the principal 100 dmded b\ the rate 10 g ves 10 as the multiplier. 
Now Rs 5,000, the amount 'of earning multiplied b\ 10, gnes 
Rs 50 000 as the amount of capitalizatic If the rate of return is » 
then the multiplier will be 12} and Rs 5 J00. the amount of earnings, 
multiplied b> 12 J wall gv\e Rs 62,500 a* the amount of capitalization. 

In this process of calculating the amount of capitalization two 
major factors of \er> great importance are inxoUcd . one of them 

is the estimation of the probable amount of the future earnings of 
the enterprise, which is to be started and the other is the rate of 
return Both of them require careful consideration 

The earnings are usuallv estimated b> forecasting the xolume 
of sales and sales expenses on the basis of an appraisal of the 
business and economic conditions prex ailing in the country in general 
and in industries which are bkelv to absorb the products of the new 
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Concern as well in the industry m which the new unit is going 
to be started in particular The other factors taken into considera- 
tion in estimating earnings are the scale of operations of the 
proposed unit and the costs of production on the basis of the costs 
of raw materials labour and various other elements required in the 
process of production The estimated earnings may also be com- 
pared with other units of a similar size, age location and expe- 
rience operating in the particular branch of industry in which the 
new unit is going to be started 

The rate of returns to be used for the calculation of capitaliza- 
tion has to be estimated and worked out carefully First of all a 
careful study has to be made of the rate of return which similarly 
circumstanced units in the same industry are actually earning on 
their capital and then the mood of the capital market has to be taken 
into consideration indicating the rate at which the market is 
capitalizing earnings in the case of the enterprises of this type In 
cases where there are divergences between the rates of returns actually 
being earned by similar type of units in the same industry and the 
rate at which the market is capitalizing the earnings for similar 
concerns, the rate of return estimated for capitalizing the earnings 
in the proposed unit, has, of necessity, to reflect the mood of the 
market, i e a rate higher or lower than the one supported by other 
factors may have to be adopted to meet the requirements of the 
investment market 

The cost theory of capitalization 

At the time of estimating the capital requirements of a new 
or expanding company the cost of the physical assets of a long- 
term nature, and other costs of starting and establishing the unit 
are also taken into consideration along with the expected future 
earnings of the enterprise The process of estimating the total 
requirement of funds on the basis of the cost of assets to be 
acquired and other related costs is known as the cost theory of 
capitalization Under this theory the estimates of the capitalization 
of a company are based on the cost of fixed assets like buildings, 
plant and machinery, patents etc , the amount of regular working 
capital, preliminary expenses, the cost of obtaining the capital, cost 
of establishing the business (represented by expected deficits in early 
years of the life of the company, and other costs) These estimates 
arrived at on the basis of current prices of fixed assets give a good 
idea of the capitalization needs of a new business But they play 
only a secondary and subordinate role in determining the capitali- 
zation of competitive industrial enterprises subject to variations and 
fluctuations in their earnings The cost of fixed assets ceases to 
play an important role in the affairs of competitive enterprises just 
after they ha\e been acquired and paid off Subsequently they might 
be idle, they might become obsolete or their products may not be 
in good demand Under these conditions their power of earning 
may not remain the same as it was in the beginning or as it was 
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expected to be at the tune of th-r purchase Hus * tnattcn will nal t 
the pnce paid for them imtiallv, e\rn after Eal ing c-stcman 
sflo'R'snce for depreciation. zn exireneh poor bzmfor j^dzsse lie 
usefulness and \2lue of the enterprise For these reasons the 
application of the cost theon of cap talization 15 not appropriate for 
competitn e enterprises with irremlar eammtts in the case cf^-rh 
enterprises the eamincs theoo of capitalization is more ireful and 
therefore pla\ s the dominant role 

The cost theorv has however its own us -fulness and its ©■an 
fields of application m public unlit v undertakings- Compan.es 
operating in these fields enjov a certain amount of mcncpolv pnvilrec 
anamst which the public h2s to be pro’eaed b\ rate malm’’ 
authonties In the case of these companies cap tahza.ii on bears a 
relationship to the value of assets. The pnce of service allowed to b“ 
chare ed bv the public utilrtv cndertakincs is calculated on the basis 
of a fair return allow ed on the investment This allowed rate of 
return is based upon assets and not upon securities. I n the process 
of regulation, the value of assets is driexnxntd first and then a rale 
of return considered to be fair under the extstirE economic eavrco- 
ment is adopted. Fmalh the pnce schedules for the s-mcrs to be 
presided bv the public utilm undertalmE are adust ed m such 2 
manner so as to provide earnings that w -Sieve the allowed rate upon 
the evaluated capital There" has been "a considerable decree of 
disagreement on die question whether the value up n n which investor 
deserve a return should be the historical cost of the propetiesat 
prices onnnallv paid after adjustment of depreciation accordant: to 
age or the reproduction cost of similar equipment at prices prevailmr 
at the time of evaluation. In general, the historical cost is considered 
to be a better basis m companson to reproduction co^t. The rate 
base js to consist of solid phv sjcal assets and intangibles are not to 
be included. Amounts of cash spent for acquiring the ncht-of-wnv 
and other pnvil-ges cash «pen! form eetms organizational expenses 
and the deficits incurred dunng the dr elopmental period mav be 
lemporanlv included m the rate base but must be s_bseguentli 
written off gradual!} leaving onl> physical assets to form a permanent 
rale base 

With the help of the earninss 2nd the rale of relL-m estimated 
b\ using the method discussed above and the cost of assets th* total 
amount of the capitalization can be determined which has to be 
secured bv judicious and careful selection of different typ-s of 
securities to be sold b\ the manaEemcnt of the proposed mut. To 
use a sh chtb less technical lancnace the secuntV'Wise arranE-rn’ml of 
the total amount of capital is called capital struct ~rr- For all practical 
purposes capitalization and capital *lruc*vre appear to mc2n the same 
thing and whatev er distinction there mav be is onlv technical. 

Factors affecting the stability of earnings 

Before talma up the discussion of the cap tal structure 2 fe» 
more observations appear to be necessan 2bou certain factors which 
affect the stab:!:!' of earnings in competitive jud-simJ er’erpnsrs. 
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In fact real financial foundation for supporting the capital structure 
of all types of units — industrials or utilities — is provided by earnings 
and, therefore, their stability is of great significance The earnings 
may fluctuate but their average over a period should provide an 
adequate return on capital employed during the entire life of the 
company Not only interest on debt and dividends on share capital 
must be paid but the amount of the principal and the share capital 
paid into the company originally must also be returned intact If 
this can be accomplished the returns can be said to be adequate 
otherwise they would be inadequate If the earnings over a number 
of years arc shown on a graph, a curve of earnings would be obtained 
For regulated public utility enterprises the curve of earnings is said 
to be ‘allowed , because, as mentioned earlier, the prices charged for 
their services by the public utilities and the rates of return on their 
capital are fixed by some regulating authority set up by the state and 
the earnings provided by the selling price must be sufficient to 
support the capital structure Under normal conditions the curve is 
expected to be smooth But in the case of industrial concerns the 
earnings are conditioned by the competitive market forces of demand 
and supply and the curve of earnings of these types of concerns is, 
consequently, said to be * derived ’ This curve is usually of a wavy 
nature The earnings of these undertakings may fluctuate between 
the lowest and the highest points at two extreme points but on the 
average they must be sufficient to support the capital structure in the 
long run 

There arc several factors which influence the trend of earnings 
in the case of industrial companies and they have to be given due 
weight and careful consideration by the managements in their 
calculations and estimates of earnings at the time of designing the 
capital structure of a new concern or of an expanding unit The 
scale of operations — small or large, degree of mechanizations— low or 
high, and the nature of production— continuous production, fabrica- 
tion of producers goods or the manufacturers' goods, influence 
considerably the quantum of earnings from year to year by causing 
variations m the costs within the unit itself in relation to demand 
for its output The ability of small and large units to adjust their 
costs and output in relation to variations in demand differs widely 
from industry to industry In some industries the small and less 
mechanized units find it easier to adapt themselves to variations in 
demand and the fluctuations in their earnings may be of a mild type , 
in some other industries the large and more highly mechanized units, 
though less adaptable to changes in demand, may be in a better 
position to absorb the shock of an adverse business cycle through 
their conserved earnings Large scale and mechanized units employing 
a continuous process of production like oil wells, blast furnaces and 
tanneries experience great difficulties in adjusting their volume of 
production and costs under adverse demand and business conditions 
and their earnings arc likely to experience wider fluctuations In 
producer goods industries, the relative reduction in demand for 
their goods is likely to be much steeper in comparison to the 
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reduction in the demand for the products of the consumer goods 
industries To take an extreme example, a 50 per cent reduction 
in demand for cloth might bring about a 100 per cent reduction in 
the demand for looms for weaving the cloth It is quite clear, 
consequently, that the fluctuations in the earnings of the producer 
goods industries are likely to be much more \iolent than they can be 
expected to be in the earnings of the consumer goods industries 

Besides the factors mentioned abo\e exerting their influence on 
the supply side there are others which operate on the demand side of 
the industrial companies The industries have to compete among 
themselves for obtaining their own supplies of materials, equipment 
and machinery and labour the prices they have to pav for these 
things also affect their earnings Vertical combinations are sometimes 
formed to ov ercome the ill effects of the fluctuations in the open- 
market prices of the basic materials used b> the manufacturing units 
at different levels Organization of the units at different levels, as in 
the case of iron and steel and mineral oil industries, into an integrated 
unit helps to overcome some of the unsettling effects of price 
variations in the suppl> of materials In the case of expansion or 
combination the stabiht> of earnings cannot always be assured 
because the increased output may be obtained at increasing unit 
costs or may have to be sold at lower prices 

In addition to these economic factors some unpredictable 
factors may also lead to variations and fluctuations in earnings 
Government control is an important factor of this nature Regulation 
and control of industries by the Government is playing an important 
role in India as well as in other countries and has to be reckoned 
with in estimating earnings Production, sales, consumption, price 
of materials, components or the final product may be controlled or 
regulated not only in commodities like liquor, narcotics or 
but also in other types of commodities like sugar or cement All 
these controls affect the trend of earnings of the industries Tariffs 
and export and import controls may benefit one set of industries but 
they may also affect another group of industries rather adversely 
These measures taken by the Government may also influence the 
earnings of the industries considerably The foregoing discussion 
suggests that the various factors affecting the trend of earnings of the 
industries should be taken into careful consideration in estimating 
the earnings and the capitalization of competitive industries The 
quantum of earnings, and their comparative stability or unstability 
in case of particular industries are the questions which have to be 
answered satisfactorily by careful analysis before taking a decision 
with regard to capitalization 

Capital structure 

After arriving at or determining the total amount of capitaliza- 
tion the next step is concerned with the choice of securities to be 
issued for obtaining this amount The securities thus chosen for 
raising the total amount make up the capital structure of the com- 
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p.my. A (rood and sound capital structure should possess some 
basic qualities 1 irst of all the capital structure should he simple 
so that the intending investors in different types ol securities can 
easily visualize their respective position with reg ird to their rights 
Simplicity can be secured by issuing only a small number ol well 
defined types of securities confei ring clearly defined rights on their 
holders This quilttv ot capitil structure is not ot much sigmlicant 
importance in countries like India where the types ol securities to be 
issued arc already sin dl and wed dclined Hut it is meanmglul m 
countries like the United Slates ol Amcm i win. re the classification 
and sub-cUmilicatton ol seem dies is rather I irgc and where Common 
Stock. Preferred Stock and Uonds can be of several sub-classes In 
Indn there can be only one type ot ordiniry shares and there is no 
room for the issue ol cl issilicd common stock Simplicity of capital 
structure implies the issue ol only one class ol ordm try sit ires and 
only one class of debentures or bonds so th it the question of the 
existence ol several classes ol ordm iry shareholders and dcbcnturc- 
holllcrs willi varying and complex rights does not arise This type of 
structure is very advantageous from the point of view of management 
and administration of c ipit il 

The capital structure should also be tonsenatiu? This quality 
grcitlv enhances the Imincial reputation of the company and conse- 
quently the possibility ol succcsstul subsequent I in me ing m future 
Conservative capital structure implies the inclusion of those types of 
securities m the capital structure of different types ot undertakings 
which arc considered to be most suitable to their peculiar circum- 
stances. s iy for example, the capital structure of a manufacturing com- 
pany would be considered conservative d nnjor part of it consists 
of equity sb ires and prclcrencc shares have been excluded from us 
composition , but inspite of the presence of a certain proportion of 
creditorship securities along with the equity shares the capital 
structure ol a public utility company would be considered to be 
conservative on account ol the peculiar n dure of this type of enter- 
prise The composition of conservative capital structure will differ 
iront industry to industry according to its niturc 

A very important quildy ol the capd il structure is ds/A'v/Ai/i/i 
The factors which influence the policy ot long-term fin ince affect the 
capital structure favourably or unfavourably at a pirticul ir period of 
time l lcxibildy helps the man vgement mold lining the lavourablc 
and in avoiding the uni ivourablc effects In the c isc of ownership 

capit il the redeem iblc prekancc shares provide the necessary element 
of flexibility If there are dunces and opportunities of rehmncmg 
at cheaper rales at a subsequent period of time they can be used 
adv.ud igcously by redeeming the preference sh ires carrying a higher 
rate with funds obtained at a cheaper rate This reduces the tixcd 
charges amt relieves the strain on the finances of the comp my In 
the case of creditorship securities like debentures or bonds flexibility 
can be secured by reserving the company s right to prc-piy i c .the 
rigid to p ty before m itunt) or due ti itc . judicious staggering of flic 
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maturities of the debt securities, reservation of the freedom of further 
financing and a\oidance of acceleration clause in the provisions 
relating to the serial redemption of debt securities are some of the 

other methods which can be used with advantage for providing the 

necessary element of flexibility to the structure of debt securities 
which form part of the capital structure of a company A proper 
balance between equity and debt securities is also essential as too 
much of debt securities might make the capital structure top heavy 
likely to topple down under adverse circumstances 

Proper selection of securities from the point of new of market- 
ability is also essential for devising a good capital structure In the 
early stages of financing the best securities (usually having special 
privileges attached to them) should not be offered , rather tne\ 
should be reserved for the last It may be better to start with equity 
securities and add debt securities later on when such a step seems to 
be justifiable on the basis of the soundness and stability of * ar " inss . 
An additional quality of good capital structure should he that 1 
should be built up by incurring the least possible costs in obtaining 
the desired funds in the form of brokerage, underwriting expenses. 


An analysis of the capital structures of public utility e P ' 

and industrial companies would generally reveal that t u e 

of long-term debt in relation to equity capital is much nighe " 
former type of concerns than in the later type 4lK j 

because the earnings of the industrial companies are u . j 

the investment in long-term assets is proportionately small , 
concerns naturally use more of equity capital and try to 
burden of fixed interest charges Within the industrial ana 
cial group itself variations in the composition of cap 11 * 1 . 

are reasonably expected to exist In the basic sub-gr P «■ 

and steel industry generally employs a substantial 1 term 

borrowed capital besides the equity capital because ? . . 

assets like land, buildings, plant and machinery provide a . coa j 
good basis for borrowing , but in the extractive industries 
mining, the wasting assets are hardly acceptable to 
security for long term debt without stringent sinking fund p 
correlated to the amount of coal raised- These circumsta , 

the choice of the management mostly to the equity se 
raising the long term capital In the manufacturing fnd - 

sub group industries like machine making and autom . , 

facture the major part of investment may be in curren - 
raw materials or in wages , in tobacco manufacture OT ia1 l h & Jea f 
part of investment may be in raw materials like the imnle' 

hides and skins , and in industries manufacturing agncu b ^ he 

ments major part of capital invested may be acwuntedfor^bytn f 

stocks of finished goods or bank accounts Most of these loan 
assets are suitable only for short-term bank borrowing und do t { 
provide a good basis for longterm debt In all suen >P 
industries ownership capital, mainly equity, should play t p 
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nant role In commercial and financial companies undertaking 
wholesale trade, financial broker’s business or commercial banking, 
very small amount of long-term capital is required and it should’ 
mainly take the form of equity capital The table given below gives 
a general picture of the capita! structure of some of the important 
types of Indian industries 


Percentages of the total capital 
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The actual situation conforms broadly to the theoretical 
considerations The highest proportion of debt capital is found in 
the electric companies and in other industries the proportion of 
equity capital is usually high 

Some broad principles of a very general nature have been laid 
down by authoritative writers to be taken into consideration by the 
management at the time of devising the capital structure (a) When 
a new company is to be started in an unproven field of industrial 
activity or when fresh capital is required by an existing company 
whose previous earnings have been unstable, it is considered prudent 
to obtain the necessary capital on the basis of equity shares 
(b) Non-voting preference shares may be issued to obtain a part of 
the capital if it is desired to keep the managements m the hands 
of a restricted class of investors usually belonging to the groups of 
promoters But when preference shares are issued it should be seen 
that the annual preference dividends are covered by at least half a 
decade’s past or prospective earnings (c) When a comp my has 
become well established and the earnings have become stable, cheap 
borrowed funds may be used to the advantage of the equity share- 
holders during the periods of prosperity This process is called 
‘trading on equity' But when bonds or debentures arc issued to 
obtain these funds, care should be taken to see that at least one and 
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a half the interest charges had been earned by the co^pasi 

during the worst \ear of the Iasi fh e accounting periods. (dj IVhen 
funds are obtained cn the fca^s of a nongage issue. the tond amount 
thus obtained should not exceed half the depreciated value cf the 
assets co\rred by the mortgage (e> Some cautious and consenalne 
people hold the opinion that the total long-term fended debt should 
not exceed the net working capital, which is defned as l^r excess cf 
current assets oter current liabilities These principles can ordinanh 
be applied under normal circumstances the\ ma\ not be appbcaHe 
in ill conditions and in all circumstances and the actual form cf 
capital structure cf a particular company promoted at a particular 
time under particular conditions and aim instances will zl»a\s Snail* 
depend upon the experience and lodgement cf the people responsible 
for the management of the compam 



7 


Over- and Under-Capitalization 


0«r discussion so far has been confined to the methods of 
estimating the amount of capitalization and the choice of securities 
for setting up the capital structure to obtain the estimated amount of 
funds These discussions were related to the items which represent 
the capital of the company on the left hand side of the balance sheet 
(the liabilities side), i c , the details of capitalization in terms of 
securities— ordinary and preference shares, debentures and bonds 
But as soon as the management begins to use the funds collected 
through the sale of securities for acquiring fixed assets the attention 
is also diverted to the right hand side of the balance sheet usually 
called the assets side This brings us to the point where we begin to 
take a comparative view of the liabilities and assets which are shown 
respectively on the left and right hand sides of the balance sheet So 
Jong as the jmounts received by the sale of securities remain in the 
form of cash both sides arc equal The liabilities show the total 
obligation of the company to the security-holders and assets consist- 
ing of cash only show the possessions of the company matching 
exactly its obligations on the other side But this fine balance gets 
disturbed as soon as the cash is replaced by physical assets like 
Land and Buddings, Plant and Machinery, Equipment and Appliances 
etc The assets thus acquired take the shape of an establishment — 
mill, factory, workshop etc , and their organized form gives them a 
\alue known as the ‘going-concern value' which they did not possess 
previously If the earnings of the new establishment arc satisfactory 
the going-concern value of the unit may be higher than the total sum 
of the prices paid for the individual assets separately The business 
may be built up slowly and patiently and its earnings might rise to a 
point higher than the one attained by other similar enterprises 
operating in the same field of industry The management will earn 

reputation of ,w vesting funds of Jhe .security-holders 

prudently 

The reverse is also possible The assets are purchased and are 
organized m the form of a going concern but the earnings of the new 
unit fail to justify the expectations of the people responsible for 
promotion «>nd management On account of lower earnings the 
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fl) Capitalization of earnings This method has already 
been discussed earlier as one of the bases of the estimation of capitali- 
zation Briefly stated the method is that the annual future income of 
a company is estimated for a senes of years, and then the average 
annual income is capitalized at a suitable rate The whole thing is 
not so simple as it seems to be The first difficulty is that the 
estimates of the future have to be based on the experience of the 
past But the present and past earnings cannot necessarily provide a 
sound basis for forecasting the future earning power , if a short 
period is taken for averaging purely temporary conditions may 
influence the results unduly and if too long a period is taken the past 
influences which affected the earnings may no longer be valid or 
relevant Second difficulty is presented by the rate at which the 
earnings have to be capitalized The rate of return is really the rate 
of interest plus profit for the amount of risk involved in a particular 
enterprise In practice the rate means the percentage relationship 
between the price buyers are prepared to pay for a particular security 
at a particular time and the dividend they expect to get on the basis 
of tnc security to be purchased Prospects of a particular industry 
appear to be bright sometimes and sometimes they appear to be 
dismal Accordingly, the price the investors are prepared to pay for 
the security of this industry appear to be too high or too low in 
relation to the dividends or yields and the percentage relationship 
between the prices and the yields becomes variable and the capital 
\aluc of an enterprise worked out on the basis of such rates may not 
be in line with the actual value of the enterprise In brief both the 
elements— annual earnings and the rate of return— entering into the 
mathematical calculations of value based on the capitalization of 
earnings are variable and therefore may not give accurate results. 
In spite of these difficulties the promoters, investors and the operators 
on the security markets evolve their standards which serve their needs 
for all practical purposes 

(2) Market value of outstanding securities. Under this 
method the market price of each class of securities issued by the 
company is taken The price is adjusted to remove the effects of capital 
or seasonal variations and then by multiplying it with the number of 
outstanding securities the total value is found out to which the short- 
term liabilities are added to arrive at the total value of the company 
It is claimed that the current market price of the securities represents 
anup-to date estimate of the value of the concern and has the backing 
of the representative opinion of the investors The mam weakness of 
this method is that the securities for which the market prices are 
quoted usually represent only a small fraction of the total holdings as 
the securities in the hands of long-term institutional investors and the 
block holdings of the management group do not form part of the 
market supply Sometimes the securities of a very sound unit may 
be sold by the owners on account of their own financial difficulties 
Widely held securities of public companies may also be purchased 
and sold by the people not well informed about the position of the 
company or the industry mostly acting on the advice of professional 
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operators who \ery often take into consideration the forces likely to 
influence the market in the near future and not the underline 
factors The method has another \ery serious limitation , it can be 
applied only to those companies whose securities are listed on the 
security exchange markets 

(3) Historical cost This is said to be an honest and straight- 
forward method as it is based on the record in books of the original 
imestment made at the time of purchase less depreciation The total 
depreciated value of all the fixed assets summed up mathematically 
along with the value of current assets can give thevalueofthe 
company as a whole But there are numerous stages in putting tn ; 
simple theory into practice In' a fault large sized business 
assets might hate been acquired and disposed of at different tones 
and might hate been improperlt recorded or some or the reccras 
might hate been lost or destroted the amount of depreciation might 
not hate been properly estimated or regularly itnlten oil it ne 
historical cost method is strictly applied costs incurred on build ng 
up the business in earlier stages its earning potter, and reputation 

mij be left out or account as they may not reP r ““'' fk.ooncal 

tangible assets There is one more poml The theory off I™* 
cost seems to be based on the assumption ,ha ' a ^!, de 
economy the mtestments in acquiring the assets ha L ucme ^ n d 
prudently so that the assets possess compelling P r °4 vc ’ , 
earning potter in relation to other similar assets In ™ capitalized 
cost of the assets of the company stall be equal to the capitalized 
earnings But those ttho are familiar ttith the history dp » „ nd 
knots that it is full or instances o! imprudent. racUc V' d ‘* \f a "e 
fraudulent investments The directors have been kfi ' . C( j 

purchased properties from the parties in whom madc 

at highly inflated prices Even in cases where % alueless 

honestly a prudent imestment made earlier might beco 
after a lapse of time . . 

(4) Cost of reproduction. Under this method t e - _ 
obtaining or reproducing the assets at present prices is es i * 
these estimates indirect costs as well as the costs of ^.buildings, 
equipment, stock etc are added , an - * from the total d-p 
deducted to arrive at the present value This method . may 
either for estimating the cost of reproducing an identic p . c f 
existing conditions or for estimating the cost of a pi . . n P ]oclca i 
rendering an equnalent senice On account of of“the 

development during the period between the estaMis 

original plant and the estimate of the cost of reproduction the emts 

for the identical plant and equivalent plant mav not b .. as 
This method is considered superior to the historical cost th£ 

it takes into account the changes in the price level as |0 

field or technology The use of this method is mmr . production 
estimating the cost of putting a competitisc plant The P ^ nctm! 
cost of an identical plant may also be fa toured by the ' b *se— the 

vshen this is likely to gne them an adrantageous “ than 
values obtained by the use of this method are likelv to be - 
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the historical cost during the period of boom and rising prices, and 
lower during the period of falling prices 

(5) Liquidation or scrap value— If the owners come to the 
conclusion that it is no longer profitable to carry on the business 
operations, they might decide to sell the assets When this situation 
arises the business loses its going concern value and the assets can 
be sold for a price which represents the sum of the value of each 
asset to the purchaser The value of a dead business which has 
failed is really the scrap value of its physical assets After discussing 
the different methods of valuation it has to be said at the end that 
the income of the company as a whole constitutes its underlying life 
immeasurably more effective than all of its physical assets The 
value of a particular asset or set of assets is governed by the senes 
of incomes derived from the sale of products made with the help of 
the asset or the assets and the character and value of the products 
may change through mventures or changes in fashions during the life- 
time of the asset or assets and the only practicable method of 
ascertaining the money value of such asset or assets may be to 
capitalize the net income which the asset or assets may yield 

Under- or over-capitalization 

Our discussion of the various methods of valuation brings us to 
the conclusion that as soon as the cash received by the sale of 
securities is spent by the management in acquiring the assets, an 
element of uncertainty is introduced and it is difficult to find out the 
exact and correct value of the assets on account of the changes in 
techniques, price level, etc In the light of these discussions v.e have 
now to examine the concepts of under or over-capitalization In 
non-technical language these terms show the relationship of the value 
obtained by the company by issuing different type of securities with 
the value of the assets it has purchased or obtained for carrying on 
its operations For the sake of brevity we intend to use the term 
‘capitalization' to denote the total value of the outstanding securities 
In cases where the total par-value of the securities of a company is 
equal to the stated value of its total assets the company may be said 
to be properly capitalized Such a situation exists when the securities 
of a company have been issued for cash fully paid and the total 
amount receive?) has been deposited in the bank Total value of the 
securities would appear on the liabilities side and the total cash 
would appear on the assets side of the balance sheet Both would be 
equal and the capitalization would be said to be proper But when 
the total par value of the securities is less than or greater than the 
stated value of the total assets the company would be said to be 
under- or over-capitalized The presence of surplus on the balance 
sheet would show that the company is under-capitalized and similarly 
the presence of deficit would show that it is over-capitalized When 
property and assets have been acquired by spending cash and the 
company begins to function, the total value of securities outstanding 
may be equal to the stated value of the total assets From the point 
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of Mew of the accountant the company is prcpcrlv capitalized but 
from the theoretical point of view of an economist tt nav no! be <o 
There may be uncertainties about a nxe or fall in the value cflzad 
or there iaa> be uncertainties about the expected perfo rman ce of the 
plant . expenditure on intangibles life promotion and orga niza tion 
might hate been included in the cost of the assets, Cn account of 
these factors an economist max not be prepared to accept lie pom! 
of new of the accountant that the total value cf the cutstandina 
securities is equal to the stated value of the total assets. From this 
strict theoretical point of Mew the stale of proper capitalization zsav 
never exist after the lines tmem of the am o uni of share capital m 
physical assets it ma\ be cither under-capnalizatim or over- 
capitalization. 

A theoretical!) ideal situation can be ucuahzrd under the 
conditions of perfect competition when capitalization would alwavs 
be proper as one or both of the two situations would prevail • 0! the 
total amount of securities issued at par would neither be more nor 
less than required to obtain the amount of capital that a ccmpanj 
producing at minimum unit costs for a given demand would use : 
(n) the outstanding securities would command a market value equal 
to their face or par -value . fixed-charge securities life preference 
issues or debentures would bear a competitive rate ; and the cqiat'- 
holders would receive a competitive market rate of return fornsl 
capital m the industry to which the company belongs. On occasions 
when excess profits or net losses are expected or anticipated, a well 
informed market under perfect competition would discoi.ni thesr 
expectations or anticipations and force the present values into Ime 
for all old and new producers. Under such conditions of perfect 
competition the discrepancies between capitalization and the value 
of total assets could not last long. But we Jne in a world cf imper- 
fect competition and the discrepancies between cap'tahzation and 
the value of total assets do exist m the realm of reality ; these dis- 
crepancies may appear either as a stale of nndeT-capiialization or 
o\ er-capitalizalion. 

Under-capitalization 

The concept of under-capitalization is applied to two oppose 
financial states of companies (a) the company mav be hitWv 
-successful and prosperous and it may be enjoymp a surplus and (b) 
the company may hat e too little capital to conduct its business and 
it may be facing serious financial difficulties. The discussion of the 
position of a successful and prosperous company will be taken up 
first- 

(a) Some writers bold the opinion that this tvpeof under-esp ta- 
lization is more common than ov er-capitalization. A surplus balance 
sheet is generally considered to be the hallmark of good management 
and respectability and probably most of the companies in to achieve 
this objective Conservatn e managements trv to acquire it, the -specu 
lative minded try to parade it, and if it does not exist the dements! 
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pride seems to be hurt and efforts arc made to conceal its absence 
There is no doubt that the maintenance of surplus reserves or 
unappropriated surplus in reasonable amounts to meet the problems 
created by the changes in capital values is one of the important 
duties of a wise and conscientious management, but to accumulate 
more than what is likely to be needed to meet reasonable contingcn 
cics is against the best interests of the company and the investors 

Symptoms of undercapitalization arc (a) the rate of profits 
on total capital may be exceptionally high in comparison to the rate 
of return enjoyed by similarly situated companies working in the 
same field of industry , and (b) the shares of the company may be 
selling at a high price 

Probable causes responsible for the emergence of the situation 
are (a) at the time of promotion the earnings might have been 
underestimated or the rate chosen for capitalization might have 
been too high , (b) the assets may be worth considerably more than 
the values appearing in the books , (c) property acquired and paid 
for in shares might have been undervalued , (d) too liberal depre- 
ciation might have been allowed , and (e) a rise in the general price 
level might have taken place 

Effects of undercapitalization may be ns follows (a) Unfavour- 
able — (i) The prices of equity shares of an undcr-c.ipit ilizcd company 
will rise An investor of ordinary means would not like to buy 
high-priced securities and consequently they arc likely to be less 
widely distributed (n) The presence of surplus on the balance 
sheet raises the book value of equity shares but the buyers m the 
market refuse to offer prices equal to the net-worth per share on 
account of the element of uncertainty about the future use of the 
surplus (ill) High profits, real or imaginary, encourage the promo- 
ters and investors to start new companies in this branch of industry 
and the intensity of competition is increased thereby (iv) Under- 
capitalization inivitcs the criticism of the consumers that high profits 
hive been wrung from them by monopolistic practices (v) The 
workers might put forward their claims for higher wages by saying 
that large surplus has been accumulated by paying them low wages 
(vi) Adverse public opinion might lead the Government to take an 
unfavourable view and to set up a commission to enquire into the 
alleged monopolistic practices, conccntraiion of economic power 
and financial control over production nnd distribution of goods and 
services The charges might prove to be incorrect but the reputation 
of the company may be damaged for a long time to come if not 
permanently 

EjJcc ! s (b) favouraWe— (i) The presence of surplus it considered 
to be a sign of conservative management nnd increases the prestige 
nnd creditworthiness of the company It affects the opinion of the 
short-term creditors favourably and it increases the margin of safety 
for the dcbcnturcholders (u) The smaller number of shares makes 
it easier for the management to maintain the rate of dividend 

Remedies— (\) The shares of higher value may be split up to 
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make them of lower denomination Say for examples the shares 
of the face value of Rs 100 each may be split up into four shares of 
Rs 25 each This device only helps to chance the external appear 
anceof excessive prospentv bv reducing the amount of dividend 
per share It does not modify or remove the underlying cause 
responsible for the emergence of the situation (u) The real remedv 
is to issue bonus shares or to pay stock dividend This will increase 
capitalization and bring it in line with the value of total assets The 
rate of returns on shares will decrease as the earnings will be spread 
over a larger number of shares The rate of return will come in 
line with the rale of returns prevailing in other similar units in the 
industry 

Certain other remedies like the payment of a bond dividend in 
place of a stock dividend or the sale of certain assets likr investments 
and the payment of cost dividends to the shareholders appear to be 
of a less practicable nature 

Since the beginning of planned industrial development in India 
the tempo of industrialization has increased tremendoush The 
general price level has also been rising since the end of the second 
World War Thus situation has favoured the prevalence of the state 
of under capitalization accompanied by prospentv The quantum 
of retained profits and the frequent issue of bonu» shares verv cJearh 
support this point of view The Taxation Enquiry Commission 
(1953 54) reported th3t dunng the penod 1946 51 nearlv 40% of 
the net profit was retained in the induslrv Anoth-r studv 
undertaken by the Resen e Bank of India for the period 1951 55 
also showed that the retained profits dunng the period amounted to 
about 39% of the total net profits With regard to the capitalization 
of the retained profits an analvsis of the capital issues during 
1952 57 shows that 18 7 per cent of the sanctioned total amount of 
capital issued was accounted for bv the bonus shares 

The second tvpe of situation of under-capitalization 2nses 
mainly on account of improper or wrong estimation of the financial 
needs of the business resulting in a meagre supply of capital funds. 
This situation has ro relation to methods or bases of valuation of 
the assets owned bv the cornpanv The coropanv has to face serious 
financial difficulties because initially it was started with insufficient 
or too little capital Such a situation existed in India up to the time 
of the second \\ or Id W ar The situation was described bv Messrs. 
Samant and Mulky m their book. Organ aiion ami Finance cf 
Industries m India published in 1937, in the following words 

* When we turn to examine the financial condition of our com 
pames we find that miscalculation about capital requirements is a 
common maladv from which they suffer The phenomenal cornpanv 
failures which took place after the war boom was over were due 
mainly to this defect. But one need not think that the concerns 
floated under the feverish boom activity only suffered from financial 
miscalculation. This defect existed long before mans a witness for 
example, before the Indian Industrial Commission had complained of 
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it As a matter of fact, the complaint about insufficient capital 
supply has been there ever since the beginning of modern industrial 
system in India The worst of it is that the same situation has 
continued to this day without any improvement in it, and theevidence 
before the recent Banking Enquiry Committees bears ample testi- 
mony to this ’’ 

The share capital must be sufficient to provide for (a) the orga- 
nizing expenses incurred in the beginning, (b) the assets necessary to 
make the project complete and to bring it to working condition, and 
(c) the necessary working capital But our companies far from 
making any provision for the last mentioned item, find the funds 
insufficient even to make the project a complete entity The history 
of almost every enterprise worth the name will prove this To 
choose a few randum instances we may refer to the following cases 
(I) The CP Portland Cement Co was started in 1919 with 
an authorized capital of Rs 1 crore with Messrs Burn & Co of 
Calcutta as Managing Agents Out of 1 crore, 60 lakhs were issued 
for public subscription As it was the boom period and the company 
was promoted by a reputed agency firm the capital issued was easily 
subscribed, not only this but the shares were soon at a premium of 40 
to 80 per cent The capital raised in this way was exhausted in no time 
and the directors were required to raise more funds by issuing the 
remaining shares of 40 lakhs But by this time the boom was over and 
owing to the financial difficulties the credit of the company reached a 
low ebb As a result of both these events the late issue could not 
be disposed of at all In the meanwhile the agency of this concern 
was taken over by Messrs Mathura Das Gokul Das of Bombay 
who raised a debenture loan of 40 lakhs This was also exhausted 
and then the agents raised another 20 lakhs by a second debenture 
loan The company wanted to erect three units of machinery and 
up to this period they were working for all the three units, but after 
spending 120 lakhs the three units were only half finished And the 
agents made an appeal for a further sum of 15 lakhs in order to finish 
only two units Five lakhs were necessary for completing the two units 
and ten lakhs as working capital The company afterwards passed 
into the hands of the debentureholders who were the members of 
the agency firm (2) Financial straits resulting from insufficient share 
capital had to be faced by the Tata Power Co also The company 
was registered in 1919 with an authorized capital of 9 crores out of 
which only 4 5 crores were issued Afterwards it was found that the 
funds raised were not sufficient even to complete the construction 
The company later on took a debenture loan of 2 crores from the 
Tata Hydro Electric Company and brought the construction to 
working condition (3) Similarly the Andhra Valley Power Supply Co 
also had to undergo the unfortunate experience of shortage of capital 
A time had reached when this company would have been obliged to 
close down but for the friendly assistance of one of the Bombay banks 
on the personal guarantee of the Managing Agents The last two 
concerns were floated by a firm of no less repute than the Tata Sons 
Ltd These three instances will show how defects arise in capitahza- 
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lion even with regard to the companies floated by the most reputed 
industrialists Obviously the conditions must be worse with regard to 
the companies floated by less able businessmen 

The difficulties arising from insufficient share capital are in no 
way peculiar to Bombay Industrial establishments in other provinces 
like Madras and Bengal are labouring under the same difficulties 
In Bengal all sorts of industrial establishments whether jute, coal, 
tea, rice, or oil mills are suffering form insufficient share capital 1 
The description is self-explanatory and requires no further 
comments As discussed earlier the situation has changed almost 
entirely 

Over*capitaIization 

Sometimes sanguine promoters take for themselves or give to 
their underwriters too much shares in return for the services rendered 
by them which are of an intangible nature , sometimes people who 
start new enterprises build ahead of their markets, and sometimes 
the organizers of combinations over-estimate the economies of large- 
scale organization and production In such cases either the 
expected high earnings do not materialize or are not enough to meet 
the requirements of the payment of dividends at the rates currently 
prevailing m the industry to which the new company belongs In 
many of the great mergers which took place in the U S A in the 
past, preference shares or bonds were issued equal to the full amount 
of the tangible assets and ordinary shares were given liberally to all 
those who had to do something with the organization of the combi- 
nation These practices gave nse to the use of the term watered 
stock or watered capital 

Symptoms of over-capitalization are (a) Amount of securities 
outstanding exceeds the current value of assets (b) Earnings are 
not large enough to yield a fair return on the amount of the securi- 
ties (c) The shares are selling at a low price 

Probable causes responsible for the emergence of the situation 
may be— (a) At the time of capitalization either the earnings were 
over-estimated or the correctly estimated earnings were capitalized 
at a too low rate (b) Watering of stock or capital took place at 
the time of original issue on account of the over- valuation of tangible 
or intangible assets and the issue of fully paid shares to vendors or 
promoters for such tangibles or intangibles (c) Improper deprecia- 
tion policy has been followed (d) The general price level has been 
declining 

Effects of over-capitalizationmay be (a) Unfavourable— (i) It 
is just possible that the promoters have taken for themselves a 
substantial amount of equity shares and with the help of the voting 
power thus acquired, have elected themselves as directors and then 
as directors they have declared good dividends in place of conserving 

1 D R Samant and M A Mulky, Organisation and Finanre of Industries in India 
1937, p 99 
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the earnings for strengthening the tangible assets in order to elimi- 
nate over-capitalization Or the presence of a substantial proportion 
of fixed-charge securities leaves little out of the total earnings for 
paying reasonable dividends and for investment in tangible assets for 
reducing over capitalization Such a situation might tempt the 
management to neglect the proper maintenance of assets or the 
necessary provision of depreciation (b) Efforts to pay reasonable 
dividend, at the cost of maintenance and depreciation, at an inflated 
capital structure might invite competition (c) The existence of 
proportionately more securities than the invested capital might give 
rise to the suspicions of monopoly practices and the charging of high 
monopoly prices This may injure the reputation of the company 
The financial position of the company may deteriorate so much that 
it may finally result in failure and dissolution 

Effects (b) Favourable — The favourable e/Tects do not seem to 
be many It may be said that the presence of a higher proportion 
of ordinary shares offers greater protection to the creditors But 
this advantage remains only imaginary unless the element of water 
in the stock or share capital is squeezed out This is possible only 
by injecting conserved earnings, if available, into the assets to streng- 
then them so that the intangibles like ‘goodwill’ are replaced by 
tangible and solid assets When this is achieved the protection 
afforded to the creditors by the equity which appeared to be arti- 
ficially thick becomes a solid reality 

Remedies— ( a) The best remedy is to squeeze the water out of 
the share capital by ploughing back the conserved earnings Two 
examples may be taken from the history of the combination in the 
United States of America to illustrate this point The United States 
Steel Corporation was formed in 1901 by the consolidation of a 
number of companies The shares of the new corporation were 
given in exchange for the shares of the merging corporations on a 
very liberal basis The total capitalization amounted to S 1,400 
million as against the total valuation of either the original investment 
or the physical properties on a very liberal basis amounting to not 
more than S 800 million Thus the new corporation stood over- 
capitalized to the extent of S 600 million Conserved earnings were 
used for reducing over-capitalization and by 1910, the value of 
tangible assets stood at 8 1,187 million as against the total capitali 
zation of 5 1,400 By 1914 there were almost no intangible assets 
in the balance sheet which showed an undivided surplus of $ 150 
million F W Woolworth Company was formed in 1911 by the 
amalgamation of a number of small companies It was over-capitalized 
at the time of incorporation but by 1930 the earnings of the com- 
pany were increased from ? 5 million to $ 25 million and in 1930 the 
balance sheet of the company showed a sizeable surplus , the good- 
will \?as shown at a nominal value of S 1 only In both cases over- 
capitalization was turned into under-capitalization (b) Over- 
capitalization can also be corrected by reducing the amount of the 
par value of outstanding equity shares 

It is also said that the only insurance against over-capitaliza- 
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tion is under-capitalization and the premium of that insurance must 
be paid by those who supplv the equity capital by foregoing the 
receipt of a part of the funds available for dividends 

Over-capitalization in modern company finance is not a fre- 
quent occurrence Some of the writers hold the opinion that a com- 
pany should not be branded as over-capitalized simplv because it is 
not able to produce adequate earnings currently if its balance sheet 
does not contain intangibles and the tangibles are shown at cash cost 
minus depreciation The term over-capitalization is a sort of stigma 
and implies a certain sense of wrong doing It should, therefore, 
be applied to situations where there has been an obvious failure lo 
pay in full par value for the shares issued In countries liie the 
United States of America emphasis on par value in the discussion 
of under- and over-capitalization is declining on account of the 
increasing use of no par shares The emphasis is shifting to the 
assets side of the balance sheet The Securities and Exchange 
Commission, under its regulations requires the companies to disclose 
not only the methods of accounting but also of valuations , some of 
the courts also have held in their decisions lhat goodwill based on 
anticipated earnings as opposed to those from past earnings, is not 
property and therefore not a valid consideration for an exuberant 
issue of shares These attitudes are proving very helpful in curbing 
the unhealthy practices responsible for the emergence of the state of 
over-capitalization 
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Long-term Finance in India 

(Traditional Agencies) 


Capital is the predominant factor of production It is the life- 
blood of modem industry The more modern an enterprise, the 
more is the capital needed therein, so much so that the capital 
invested in the railway industry is as much as five to ten times of the 
annual output. In manufacturing industries, although the propor- 
tion of capital and output is not so high, yet the more complicated 
the process of manufacture, the higher ts the proportion of capital as 
compared to the annual output The following figures be studied 

Total capital compared to annual output of certain industries 


(Rupees in crores) 


Industry 

Annual output 

Total capital 
invested 

Total capital shoitri 
as percentage to 
annual output 

Railways 

349 

1033 

300 

Chemicals 

48 

6J 

J27 

Glass 

5 

6 

120 

Paper 

18 

20 

111 


23 

24 

104 

Bicycles 

4 

4 

100 


12 

63 

87 

Cotton textiles 

295 

238 

81 

Sugar 

77 

55 

77 

Jute 

113 

67 

60 

Vegetable oils 

85 

23 

27 

Soap 

15 




It will be observed from these figures that in industries like 
chemicals, glass, paper and cement the total capital invested is greater 
than the value of annual outturn while in the bicycle industry the 
capital is equal to the annual output Among other industries of 
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working capital is much higher In less advanced countries the 
proportion of fixed capital may not be so high 

With regard to industries, the degree of mechanization and 
automatization as also the size of unit must generally determine the 
proportion of fixed and working capital The iron and steel, hydro- 
electric, mining metallurgical, and heavy engineering industries are 
usually organized on a large scale, and require a greater proportion 
of fixed capital on account of higher degree of mechanization and 
automatization 1 On the contrary, in consumer goods industries like 
cotton textiles the value of raw materials and labour is so substantial 
that the proportion of working capital is much greater than that of 
the fixed capital Similarly in a mail order concern where the 
operations consist entirely of simple office accommodation, furniture 
and fixtures or warehouse and packing facilities the fixed capital is 
very small m relation to the circulating capital 

Among our own industries, there are on the one hand such 
highly capitalized industries as glass, chemicals, cement, paper, 
wherein the fixed capital is two to three times or even more of the 
working capital , on the other hand, there are industries such as 
cotton textiles, sugar, soap, etc , wherein the proportion of fixed to 
working capital is reversed Midway between these two extremes 
are iron and steel, jute and vegetable oil industries, wherein the two 
types of capital bear an almost equal proportion The following 
figures may be usefully quoted in this connection 


Percentage of fixed and working capital 


Industry 

F ixed Capital 

Working Capital 

A Glass 

72 

28 

Chemicals 

65 

35 

Cement 

63 

37 

Paper 

62 

38 

B Cotton textiles 

35 

65 

Sugar 

37 

63 

Soap 

37 

63 

C Iron and Steel 

46 

54 

Vegetable oils 

49 

51 

Jute 

44 

56 


The chief reason of a higher proportion of fixed capital in 
such cases is the use of costly machines of huge size requiring 
spacious premises and costly building accommodation Out of 


i “The nature of on industry has a great deal to do with the relative propor 
tion between block and working capital required The more roundabout and 
complex the processes of production grow, ihe greater must be the propor- 
tion of fixed to working capital In such industries as hydroelectric, iron 
and steel and even mjuie and cotton, block capital is very large in relation 
to working capital *’ (Saroj Kvmar Basu, Industrial Finance in India, 1953, 
P 5) 
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134 


S3 

52 
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3 Cement 

The Associated Cement Co Ltd 


Bombay (1957) 

1953 

47 

2,105 

53 

Dalmia Cement (Bharat) Ltd (1956) 

69 

23 

307 

77 

Orissa Cement Ltd (1956) 

111 

44 

250 

56 

The India Cements Ltd (1955) 

100 

58 

72 

42 

4 Jute 





Anglo Indian Jute Mills Co Ltd (1950) 

67 

25 

207 

75 

The Standard Jute Co Ltd (1956) 

39 

37 

65 

63 

Chitavalsah Jute Mills Co Ltd (1951) 

21 

13 

135 

87 

J Coal 





Amalgamated Coalfield Ltd (1956) 

27 

50 

27 

50 

Bengal Bhatdee Coal Co Ltd (1956) 

3 6 

37 

6 

63 

Bharat Collieries Ltd (1956) 

67 7 

49 

68 7 

51 

6 Tia 





Amluckie Tea Co Ltd (1955) 

6 

21 

21 9 

79 

Banarhat Tea Co Ltd (1955) 

19 

21 

73 

79 

7 Sugar 





Belapur Co Ltd (1956) 

39 

17 

202 

83 

The Gwalior Sugar Co Ltd (1955) 

18 

36 

32 

64 


It may be noted that working capital in most cases is more 
than the fixed capital, varying from two to five times the fixed 
capital In a few units such as the Tata Iron and Steel Co Ltd 
and the India Cements Ltd , however, the fixed capital is greater 
than the working capital being 7 1% and 58% respectively of the 
total capital 

Thus it is not possible to lay down a hard and fast rule with 
regard to the proportion of fixed and working capital in any industry 
or unit , only outstanding tendencies have been indicated 

(fr) Long-term and short-term capital. Generally speaking 

all the fixed capital is longterm and all the circulating capital is 
short-term But a part of the circulating capital which is necessary 
for holding a minimum level of raw materials, stores and finished 
goods in an industry is sometimes regarded as long-term in character 
and only the balance is treated as short-term capital 

(c) Mediant-term capita/. Although at any given moment in 
the life of a concern there exist only two forms of capital fundamen- 
tally and statistically, viz , fixed or long-term and circulating or 
short-term capital But from the standpoint of availability of finance, 
there is also an intermediary class termed as medium term capital 
It is that part of the capital which is needed by an industry for the 
purpose of extension and replacements It is difficult to calculate 
the proportion of medium-term capital as the published balance 
sheets or other statistical data do not publish this figure separately 
The requirements of medium-term finance also vary from industry to 
industry, from unit to unit and also from time to time m the case of 
the same industry or the same unit A newly set up industrial unit 
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may not require any medium-term capital for a number of years till 
some of the machinery or other equipment becomes unserviceable 
On the contrary, an old established unit or one contemplating certain 
rationalization schemes may require substantial amount of medium- 
term capital 

There is no unanimity of opinion regarding the period for 
which short-term, medmm-term and long term capital is required by 
industries The committee on State Industrial Finance Corporation 
in West Bengal (1951) defined the three terms in these words short- 
term credits as those for periods up to one year, medium term credits 
as those advanced for periods ranging from one year to ten years 
and longterm credits as those made for periods over ten years 
This definition was also accepted by the Committee on Finance for 
the Private Sector popularly known as the Shroff Committee which 
reported in 1954 1 * This classification, however, can only sene as a 
working guide and should not be regarded as sacrosanct or static 
In Germans, short-term credits are available for a period ofless than 
one year, medium term credits for periods of one to four years and 
long-term credits for periods of four years and longer* The 
distinction is based on banking practices in vogue in that country 
In Austria short-term credits allowed by banks are up to 12 months, 
medium-term credits from one to five years and long term ones for 
periods over five years In Great Britain, the most typical of new 
institutions providing long term finance to industry is the Industrial 
and Commercial Corporation Ltd , which advances loans redeemable 
over 5 to 25 y ears Thus, the practice of European countries seems 
to regard short-term finance up to one year, medium-term from one 
to five years and long term for periods above five years and this 
distinction seems more desirable and nearer practical considerations 
and may better be adopted by us 3 The Refinance Corporation for 
Industry, the institution mainly catering for medium-term finance in 
India, normally used to grant loans from three to seven years and in 
exceptional cases up to 10 years 

Forms of long-term finance 

Long term finance usually takes three forms (a) shares, 
(b) debentures, and (c) loans The primary source of long term 
finance is the share capital When a joint stock company is formed, 
it invites the public to subscribe funds m the form of share capital 
Debentures and Joans are only a secondary source oflong-term 
finance and may be relied upon to finance schemes of extensions or 
improvements or of rationalization 

Shares may be (a) equity or ordinary, and (b) preference Prior 
to the passing of the Companies Act, 1956, there used to be a third 


1 Report, p 28 

s The report on the Supply of Capital Funds for Industrial Development in 
Europe (Project No 292'. 1957, pp 28 29 
a Mr Saroj Kumar Basu agrees with this view , ftr - , , 

{Industrial Finance in India 1953, p 5) 
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type of shares termed as deferred shares The said Act has done 
away with these shares 

Preference shares carry a preferential right to dividend and 
repayment of capital in winding up These may have several cate- 
gories, viz , (i) simple or non-cumulative, (n) cumulative, (m) parti- 
cipating, (iv) non participating, (v) redeemable, (vi) irredeemable, 
(vn) convertible, (vm) non convertible, etc Amongst the simple or 
non cumulative preference shares, there are sometimes several sub- 
classes, viz , first preference shares, second preference shares, etc 

Legally, all shares other than the preference shares are termed 
as equity or ordinary shares A large part of the net profits of a 
company, after paying a fixed dividend to preference shares, if any, 
is paid as dividend to the ordinary shares In the absence of deferred 
shares, they are entitled to the whole of the surplus profits A major 
portion of the authorized capital of companies is always in the form 
of ordinary shares 

Bonus shares are those which are sometimes issued by a 
successful company to its shareholders in payment of the bonus or 
additional dividend out of accumulated profits of the past This is 
by way of capitalization of profits 

Debentures also have several classes being categorized on the 
basis of transferability, security or redeemability The debentures 
which are registered in the books of the company and are payable to 
the registered holders who cannot negotiate their holdings, except 
according to the prescribed procedures are called Registered Deben 
tures The debentures which are not entered in the books of the 
company and are payable to the bearer thereof are called Bearer 
Debent uies They are negotiable instruments 

Simple, naked or unsecured debentures are those where no 
security is given to the lender for the payment of interest and the 
repayment of capital The holders rank as ordinary creditors of the 
company in liquidation Debentures which are secured by a charge 
on the assets of a company are called secured debentures In case 
of default the creditors can make good their loss from the assets 
charged The charge is sometimes fixed or specific and sometimes 
it is a floating one 

Redeemable debentures are repayable after a stated period of 
time and irredeemable ones are not so repayable during the life-time 
of the company 

These various types of shares and securities are issued in order 
to suit the temperament and taste of various classes of investors 
Preference shares are generally favoured by cautious investors, who 
want a guarantee of minimum dividend, but they cannot be regarded 
as safe as debentures, which enjoy a greater security both of payment 
of interest and repayment of capital, nor so profitable as the ordinary 
shares where there is no limit to the getting of gams In prosperous 
times preference shareholders get nothing more than their fixed 
dividend unless they hold participating preference shares, while in 



144 Elements of Corporation Finance 


times of adversity like ordinary shares they run the risk of losing 
their entire capital though they are protected to a certain extent due 
to their preferential right of repayment of capital in the event of 
winding up The difference between these two kinds of shares is not 
so much of kind as of degree Though both of them cannot be 
placed at par preference shares are preferable in times of adversity, 
while in times of prosperity the ordinary shares are liked most, but 
neither of them are free from the inherent risks of the industry In 
practice preference shares appeal to those investors who are willing 
to make some sacrifice of income in the interest of security and are 
issued by those companies which are almost assured of their earnings 
and whose business is not of a speculative nature 

The debentures are a very desirable means of raising a part of 
long term finance as it is economical as compared to shares, the rate 
of interest being lower than the dividend on shares But it is not 
considered a sound investment because the holder of debenture bond 
is not allowed to share in the prosperity of the company and he is 
only entitled to his pound of flesh No doubt greater prosperity of 
the company improves the value of his security and enables him lo 
sleep more peacefully but puts not a paisa more income into his 
pocket However they are preferred by an investor of somewhat 
conservative nature who is not interested in the prosperity or adver 
sity of the concern Rather he is interested in obtaining regularly 
his fixed interest out of capital if not out of profits If adverse times 
come, he must withdraw his money as creditor of the company 

Usually it will be noticed that the business community prefers 
ordinary shares whereby it partakes in the control and the prosperity 
of the concern , the middle class people (government servants, emp 
loyees of banks and commercial firms, teachers, doctors lawyers, etc), 
prefer to invest in preference shares , and institutional investors and 
other large investors prefer to invent m debentures whereby they are 
ensured of a safe and fixed return regularly 

In India major share of industrial finance js contributed bv 
ordinary shares Mr M A Mulky studied the finances of 597 com 
panies in 1946 in order to find out the relative proportion of different 
securities in the fixed capital of these companies 

Out of 597 companies whose capital structure was examined, 
382 companies did not issue preference shares and 579 did not issue 
debentures, but all of them had ordinary shares Out of the total 
paid up capital (including debentures) of Rs 151 30 CT °I C * 

Rs 108 53 crores (72® 0 ) was contributed by ordinary shares, Rs 30 
crores (or 20%) by preference shares Rs I 15 (or I ° 0 ) by deferred 
shares and Rs 1 38 crores (or 7%) by debentures The maten 
industry depends entirely on ordinary shares and the proportion m 
several other industries is also high For instance, timber has 9o o 
ordinary share capital cement 92° 0 , steamship and tea 90% eacn 
and coal 88 ° 0 Preference shares have been favoured most by iron 
and steel industry where their percentage share slighily exceeds that 
of ordinary share capital and by chemical (31%), jute (29 o)> 
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engineering and construction (26%), and paper industries (22%) 
Debentures arc not popular in the cotton tcxtifc or tea industries 
Paper (20%) sugar (15°,) and lute (1 1%) industries have raised a 
part of their finance in the form of debentures The above figures 
relate to the year 1946 The position is not very much different 
today The capita! raised by joint-stock companies (non-government) 
during the calendar year 1964 amounted to Rs 103 71 crorcs (includ- 
ing bonus shares and loans) wherein the relative proportion of 
various securities was as follows 1 



Rs m crorcs 

Percentage to total 

Ordinary shires 

77 14 

74 2 

Preference shares 

4 42 

43 

Debentures 

11 07 

10 6 

Bonus shares 

1 92 

1 9 

Loins 

9 16 

90 

Total 103 71 

100 


If, however, the issues of Government Companies arc also 
taken into account, the share of ordinary shares is considerably 
improved, since Government Companies ordinarily neither issue 
Preference sh ires nor Bonus shares The issue of debentures is not 
also popular with Government Companies The relative share of 
different securities of all companies (Government and non- 
Government) comes to as follows 



1964-65 

Ri m crores 

% Share 


Ordinary shares 

237 53 

85 8 


Preference shares 

4 42 

1 6 


Debentures 

11 81 

43 


Bonus shares 

I 92 

0 7 


Lo ins 

20 96 

76 


Total 276 64 100 


Denomination of securities 

Denomination or face value of security is also important from 
the paint of view of raising finance J} should be kepi at a figure 
which would appeal to the particular type of investor approached 
For example, preference shares arc usually preferred by a cautious 
but small investor , the advantage of keeping the denomination of 
preference shares low becomes obvious in order to suit the conve- 
nience of such investors Moreover after the abolition of the princely 
states and the zamindari system and imposition of ceilings on incomes, 
it is but desirable tint securities of small denominations should be 
issued by industry in India It is, however, noteworthy that the 
denornm itional structure of Indian industry from this standpoint 


1 Reserve Bank of India— Report on Currency and T mance for the year 1964-6$ 
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leaves much to be desired There is Jack of uniformits and balance 
The denominational value of securities is found to vary from Rs 0 50 
to Rs 2,500 (ordinar> shares having 30 different denominations, 
preference shares 15 and debentures 6), 1 the most popular denomma 
tions are Rs 10 Rs 100 Rs 500 and Rs I 000 as shown below 


Popular denominations of shares m fntfia 1 


home of Share or Security 

Most popular denomination 

Ordinary shares 

Rs 

10 and 

Rs 100 

Preference shares 

Rs 

100 and 

Rs 10 

Deferred shares 

Re 

I 


Debentures 

Rs 

500 and 

Rs 1,000 


After studying the denomination of different securities Mr 
M A Mull.) observes Both the Rs 10 2 nd Rs lOOdenomina 
tions are within the reach of the small Indian investor but the 
Rs 500 and Rs 1,000 denominations which haxe been fax oured for 
debentures are definitel) outside his reach It is therefore, desirable 
that the denomination for debentures should be fixed at Rs 100 
so as to enable the small investor to invest in this safe type o f 
secunt) If ordinary shares of Rs 10 each preference shares of 
Rs 100 each, and debentures also of Rs 100 each are issued b\ 
companies, some uniformit) of denomination will be easily 
obtained * s 

Traditional agencies of long-term finance 

The traditional agencies suppljmg finance to Indian mdustrv 
have been (1) investing public, (2) managing agents (3) public 
deposits, (4) institutional investors (1 e , insurance companies, invest 
mem trusts, commercial banks, etc), (5) self financing, (6) Central and 
State Governments, and (7) foreign capital 

( 1 ) Investing public. The initial finance required bv 
industries is usually obtained by them in the form of share capitaL 
A part of the share capital ma> be taken up b) the promoters, 
directors and their friends, etc Remaining shares are offered to the 
public for subscription Additional capital max be found by the 
issue of further shares (ordinary or preference) or debentures. 
During the second World War and for a few \ ears thereafter, the 
market for equities was graduallv broadening in India, but in subse 
quent vears it received a set back A glance at the fi cures relating 
to the number and paid up capital of joint stock companies at work 

1 M A Mulky, The Ar*r Capital Issue Market in Ind a, 1947. pp 62 70 
* Ibid, p 70 _ 

a Between January 1956 and June I960 of 211 ordinary stare issues, 107 issues 
were of Rs JO denomination sad 73 issues of Rs. JCO denomination ° 
preference share issues, 60 issues were ofRs 100 droommationand J3ci 
Rs 10 denomination , of the 27 debenture issues. J I were of R* > (XOceocwu 
nation 7 of Rs. 100, and 6 or Rs 500 denomination <R e-serve Bank Bulletin, 
Feb 1961, P 171 J 
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in India since 1939, will indicate that the share market was easy fill 
1950, but the progress thereafter was rather slow Asa result soon 
after the initiation of the First Five Year Plan it was found that 
investment in the private sector had not reached the level envisaged 
in the Plan Consequently the Reserve Bank of India, with the con- 
sent of the Central Government, appointed the Shroff Committee' in 
1954 to examine this question The representatives of industries, 
stock exchanges and chambers of commerce who appeared before 
the committee were almost unanimous in their view that it was 
difllcult to raise new capital in any appreciable amounts except, 
perhaps, for the very best companies Some idea of the progressive 
deterioration in the condition of the capital market could be 
obtained from the figures of the consents granted for new issues by 
the Controller of Capital Issues under the Capital Issues (Control) 
Act, 1947, and of the actual amounts raised by such companies as 
furnished relevant returns 

It will be obvious, the annual amount sanctioned was Rs 73 
crores, whereas the amount of capital actually raised was Rs 28 
crores during 1948-52 * The situation did not change in subsequent 
years also During the six years 1952-57 the amount of capital 
sanctioned (and this relates only to reporting companies) was 
Rs 312 60 crores, whereas the actual amount raised was Rs 198 45 
crores, the annual averages being Rs 52 10 crores (sanctioned) and 
Rs 33 08 crores (raised) respectively* The annual average of 
sanctions for 1951 S8 came to Rs 61 6 crores and of the amount 
paid-up to Rs 33 5 crores only 1 * * 4 * * 7 

The situation improved since 1959* when there was a spurt 
in new issue activity and a prolonged boom in the stock market 
The encouraging public response since 1959, was accounted for by 
continued import curbs (since 1957) and the growth prospects for 
industry in the Third Plan * The easy conditions of the capital 
market were, however, or a short duration and lasted till the end of 
1962 As a sequel to the declaration of the Emergency in October 

1962 and us aftermath including Pakistani attack in August 1965, 
the capital market received a rude shock and since the beginning of 

1963 it has continued to remain subdued * 


1 The Committee on Finance for ihe Private Sector 1954 

4 Report of ihe Shroff Commuiee 1954, p 30 

» Reserve Bank of India Report on Currency and Finance for the year 1957-58, 
statement 47 

* Reserve Bank Bulletin. Feb J96I, p 177 

s “The high level of new issue activity notic'd since 1959, continued during 
1962, though towards the close there were signs of some slackening owing 
to the depressed stale of the stock markets Public response to the issues 
offered on ihe market, although selective, was generaiYy sarisiacrory antf 
several equity issues particularly those with growth prospects and backed by 
foreign participation attracted sizable over subscriptions ” (Reserve Bank of 
India — Report on Currency & Finance for 1962 63 ) 

* Reserve Bank Bulletin, Feb 1961 p 169 

7 For reasons of this slackness in the capital market, see chapter 11, The Indian 
Capital Market’ 
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( 2 ) Managing agents The most important agenm provichag 
long-term industrial finance m India has been the managing agents. 
The agents, besides being responsible for the promotion and manage- 
ment of companies also act as financiers and guarantors of loans 
They not onlx provide block and workimr capita] themselves but are 
instrumental m obtaining it from other sources m the form of 
debentures, bank loans and public deposits Bv placing securities 
of companies on the market the\ perform the functions of the 
underwriters of issue houses of the west or industrial banks of the 
continent and in this manner fcnng together the investor and the 
mdustn This institution has led the counin successful}! through 
the industrial development during the last 100 sears or so brng 
responsible for promoting, managing and financing almost all the 
important large-scale industries of the country like iron and <ted, 
jute and cotton textiles, tea gardens and cement etc. 

At the time of the discussion of the Indian Companies Bill, 1955 
in the Parliament it was disclosed that in 1954-55. out of the paid-up 
capital of Rs 251 21 CTores of 27,779 companies in existence, the 
managing agents contributed Rs 29 3 crcres. being 13 6",, of the 
aggregate paid up capital As regards loans and advances made or 
guaranteed b> the manapng agents, the percentage worked out to 
about 24 Thus, the total contribution of manapcs agents cam e to 
37 6‘ a of the paid up capital which represents 3 substantial «hare 

Although the manapng agracv sxstcm has rendered > coman 
service to Indian mdustn and forms die basic framework of cur 
industrial financial structure, the system has been abused to a certain 
extent Consequent} , since the formulation cf the Companies Ad. 
1956. a pohc> of gradual elimination has been adopted, and 
Go-vemment has taken powers to eliminate it from am industry or 
business at anv time b\ pvmg due notice Cnder the circumstances, 
it is desirable that Indian industries shoJld be made less 2 nd Jess 
dependent financial]} on manapng agents. It must, however, be 
remembered that a hast} action to' abolish the system is like!} lo 
create a vacuum in the industrial field and disrupt industr} 

The National Council of Applied Economic Research has 
studied the financial stake of manapng agents in Indian indastrv 
after the adoption of the poho of their gradual elimination under 
the Indian Companies Act, 1956 * The stud\ reveals that manag- 
ing agents contribute to the share capital of public hm.ted com- 
panies managed b\ them a minimum proportion of 25 to 35% of the 
subscribed capital In the case of large-sized companies more than 
70% of the secured back Joans, and in the case of middle-sized com- 
panies, more than 50' 0 of such loans sre guaranteed b> managing 
agents. Unsecured bank loans form a small proportion of the total 
Joans of companies but managing agents guarantee 31 5% of those 
obtained b\ large-sized companies and 2^% of those obtained b' 
medium-sized companies. Managin': scents also act as guarantors 
for all the credit extended b\ Stale Financial Corporations 2 nd most 


l The Mtrisr^ Azcnrr 
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of that extended by the Industrial Finance Corporation Fixed 
deposits arc of considerable importance for smaller companies and 
the personal security and credit of the managing agents ensure a 
steady flow of deposits from the public After a detailed analysis, 
the study concludes ‘that despite the emergence of state sponsored 
fmanctal agencies the capital market in India has not yet developed 
to an extent that would substantially reduce the risk and difficulties 
of financing the corporate sector , nor has there been any prominent 
development of specialized institutions for company promotion 
Hence, from the institutional angle, the need still exists for a system 
that integrates the several functions required for business floatation 
and operation 1 Thus, managing agents still continue to be an im- 
portant institution in the effective performance of the private sector 

Lately the Managing Agency Enquiry Committee in its Report 
(1966) observed “In the present economic context, when the country 
is faced with an emergency, when conditions in the capital market 
are sluggish and when there is particular need for not disturbing the 
sense of confidence of the private sector unduly, there is much to be 
said for hastening slowly in reforming the system of industrial 
management in the country ' Much against the wishes of the com- 
mittee, the union gosernment has taken the decision to abolish the 
system after giving three years notice from jute, cotton cement, paper 
and sugar industries In other industries the position is to be review- 
ed periodically This docs not appear to be a wise step as it will 
deprive the country of this oldest and an important source of 
industrial finance 

(3) Public deposits Public deposits constitute an important 
source of industrial finance in some of the Indian industries, parti- 
cularly in sugar, cotton textiles, engineering, chemicals and trading 
concerns Although public deposits are principally a form of short- 
term finance, but have since long been utilized to provide long and 
medium-term finance by cotton mills of Bombay, Ahmedabad and 
Sholapur and tea gardens of Bengal and Assam largely and by some 
cotton mills of Bengal and Punjab to a smaller extent The system 
is a legacy from the old past when the banking system had not 
developed adequately and the money was kept for safe custody with 
the Mahajans In Bombay and Ahmedabad the men who established 
the mill companies were either merchants or shroffs in whom the 
public had confidence, and hence their savings were entrusted to 
them These deposits are received from the public, the shareholders 
and the employees of the mills 

From the figures collected by the Indian Central Banking 
Enquiry Committee during the thirties, it will be observed that in 
Ahmedabad public deposits constituted by far the largest single 
source (39° 0 ) of total finance to the industry and m Bombay 
contributed II ° 0 of the finance* The system worked vigorously 


» NCAER — The Managing Agency System, p 137 
i Report of the Indian Central Banking Enquiry Commiliee 
I.p 278 


1931, Vol I, Pxrt 
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and well and no complaints were heard either from the millowners, 
or from the depositors * 

The position in 1936 was better showing slight lower percent- 
age (10 2) for Bombay and higher (50 9) for Abmedabad In fact, 
in Bombay deposits began to be withdrawn during the depression 
period as people lost confidence in the Bombay cotton companies 

The practice at Bombay has been of six or twehe months 
deposits but at Abmedabad deposits are for a longer period, usually 
for a term of seven years The latter therefore is the nearest 
approach to debenture bonds, and from the point of view of the mill 
companies ev en better than debentures, as depositors have no lien 
on the assets of the companies 

The Reserve Bank of India has collected figures for 1957, 1958, 
and 1959 for 1,001 public limited companies and for 1960-61, 1961 62, 
and 1962 63 for 1,111 public limited companies and has found that 
total deposits of companies have gone up from Rs 20 75 crores in 
1957 to Rs 33 77 crores in 1962 63 * The distribution of these 
deposits industry-wise is shown below 


Deposits from public i cith publtc limited companies 


(Rupees in crores) 


Industry 

1957 

1958 

1959 

1960-61 

1961-62 

W62-63 

Cotton textiles 

9 98 

10 64 

10 27 

11 90 

12 55 

13 41 

Sugar 

244 

3 16 

3 50 

2 67 

3 05 

3 32 

Engineering 

— 

— 


2 56 

2 73 

2S6 

Chemicals 

0 60 

0 64 

0 72 

1 57 

201 

228 

Trading 

0 40 

0 56 

0 90 

1 77 

2 73 

3 05 

All Industries 

20 75 

23 76 

25 10 

25 49 

29 37 

43 77 

No of Cos 

1,001 

1,001 

1,001 

J.1I1 

1,111 

1,111 


Deposits from the public were mainly in the form of fixed 
deposits, the proportion of fixed deposits to the total varying from 
65° 0 to 67° 0 m three years (I960 62) The deposits were iargeb 
concentrated in sugar, cotton, engineering, chemical and trading 
companies which together accounted for 75% of total deposits in 
1962 63 Acceptance of deposits was fairly widespread among 
the companies of the cotton textile and sugar industries , more than 
half the number of companies in the former industry and two fifths 
of the number of companies in the latter, reported deposits at the 
end of 1962 63 

In relation to total borrowings, however, deposits were small. 


i Ibid Vol I, Part II (Minority Report), p 329 

t The Reserve Bank has collected figures of deposits of con banking companies 
(vide Bulletin July 1965 and November 1966) which show a rising uraooi 
deposits w itb joint stock companies amounting to Rs 3 9" 66 crores at me 
end of 1963 64 and Rs 37 47 crores at the end of 1964-65 
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accounting for only about 4" t( of total borrowings of all industries 
taken together as disclosed by the following figures 


Drptuilg nn a «mrw of finance (nf/ coiiip(tnleg) 


Industry 

Di pouts at pcrcuitagi of total borrowings 
I960 61 mi 62 1962 63 

Sugar (65) 

57 

5 4 

6 8 

Cotton textiles (220) 

8 6 

9 0 

77 

engineering (155) 

2X 

2 6 

24 

Chemicals (76) 

57 

6 5 

5 6 

Trading (59) 

78 

10 4 

10 5 

All Industries (Kill) 

39 

4 1 

4 3 


(l igura m brackets indicate the Number of Cos ) 
So nr ci Reserve Hank of India bulletin. Aug 1900. June 1961, 

and I ebrttary 1964 

faking, however, the tndtvidud industries, deposits contributed 
a substantial share ofthc total borrowings or tompinics concerned 
as shown below 


Di'jiddifft os a untrce of finance nhowii «» percentage of totnl 
Itorrowlng* of enmpouteg 


Industry 

1960-61 

1961-62 

1962-61 

Sugar 

n i 

13 0 

16 I 

Cotton textiles 

14 0 

14 2 

132 

Lnginccring 

153 

140 

125 

Chemicals 

24 0 

25 8 

18 0 

Trading 

31 7 

29 5 

32 7 

All Industries 

10 9 

10 9 

120 


The deposits disclosed a m irked importance ns a source of 
finance for cotton textile units having registered office at Coimbitorc 
About one-third of the tola! borrowed funds of these units w is 
from deposits Ollier groups in which deposits m-counicd for a 
fairly large proportion of the total borrowings were the trading 
companies ol M idrus and West Hengif, Sugar companies of the 
I’unj ib, engineering companies of Gujtrat and Delhi and chemical 
compimcs of C/ujirat About 30 of the tola) deposiis were held 
by companies with a ptid*up capital over Us 1 crorc each at the 
end of 1962-63 The practice of accepting deposits appeared to be 
less widespread among the sm tiler compimcs wuh paid-up cipital 
between Rs 5 lakhs and Rs 10 takhs each than among the other 
categories 

The system of raising capital by public deposits Ins been 
severely criticised In the first pi ice, as a source of finance, the 
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deposit system is very inelastic and uncertain It may not sene the 
industry according to its needs and money deposited ma\ be with 
drawn at anj inconvenient time to the mdustn It actual!} so 
happened in the case of Bombav mills during the period of depres 
sion It is therefore termed ‘a fair weather fnend It is also said 
to be a costly method of raising loans as compared to ban! loans, 
except in the case of a few larger and well-established industrial 
concerns or concerns under the management of reputed firms of 
managing agents It is defective from the point of view of the 
depositors in as much as the unvvarv depositors ma) not be able to 
judge the soundness of the concern and ma} deposit his monev with 
unsound concern and thus risk his monev The depositors on 
account of their position as unsecured creditors are also unable to 
prevent the concerns from overtrading or otherwise in indulging in 
speculation 

There is no doubt that the method has its drawbacks But 
there can be no den}ing the fact that the development of the Bomba} 
and Ahmedabad cotton mill industry owes much to the existence of 
this svstem In normal times this method of raising monev has the 
advantage of enabling a companv to keep its share capital Ion and 
to borrow at cheap rate and thus pay higher dividends than would 
have been possible if the entire money were sn the shape of <hare 
capital The danger of a run in normal times is not so great as ts 
often made out Depositors m mills are not different from those m 
banks in their mentalitv and both are liable to panic and this is a 
dancer which modern financial organization carries with it It ma} 
not be the soundest s}s(cm of financing but it would hardlv be fair 
or reasonable to condemn it categorical!} special!} when it has stood 
the test of time during the last 30 or 40 years It has proved a 
blessing to the limited sphere of the industry where it has flourished 
so far 

(4) Institutional investors. In the JoDg term capital 
market a very useful service is performed bv institutional investors 
such as commercial banks, insurance companies and investment 
trusts These institutions invest part of their surplus funds in shares 
and debentures of joint stock companies 

(a) Commercial banks The practice of joint-stock banks 
m India in regard to industrial finance is larcelv based on the Bntim 
tradition ol commercial banking under which banks as a rule provifit 
only the working capital requirements of industries pnncipallv ofl 
the security of floating assets and eschew long term advances agamd 
fixed assets or otherwise The advances so made to mdustne» come 
to about one third of their total advances A pari of these advances 
though ostensiblv short term, is renewed from time to time Thoueh 
this part of the finance revolves or rolls over, in actual practice it 
does serve the needs of providing finance for long periods to a certain 
extent An ad hoc sun ev of medium term loans granted by banks 
showed that such loans given to industrv on April 27, 1962 amounted 
to Rs 103 6 crores, forming about S° 0 of the total bank credit on that 
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debt Of this, a little over half was medium-term loan proper and 
the remaining was short term renewed from time to time 

Apart from such finance, the commercial banks in India also in- 
directly partake in long-term industrial finance through (a) purchase 
of shares and debentures of industrial concerns, (b) making advances 
against such shares and debentures, and (c) investments in the shares 
and bonds of the Industrial Finance Corporation of India and State 
Financial Corporations Investments of scheduled and non-scheduled 
banks approximate 2"„ in shares and 1% in debentures of joint stock 
companies as shown below 


Invcstrnenta of achcduted and non tchcduled banka in 
aharca and debenturea of companica 1 



31 12 52 

31 12 55 

31 12 64 

313 66 


Crore 

% 

Crore 

Crore 

Crore " 0 


Rs 


Rs 

Rs 

Rs 

Shares 

8 19 

20 

8 34 17 

16 63 m 

25 61 2 5 

Debentures 

400 

10 

4 66 1 0 

26 90 3 0/ 

Total 

1219 

30 

13 00 2 7 

43 53 4 8 

25 61 2 5 


Thus it will be observed that out of the total annual investments 
of commercial banks about 3° , arc held in shares and debentures of 
joint-stock companies 

(b) Insurance companies — Insurance companies in India 
have played an increasingly useful role in the provision of industrial 
finance through their investments in shares and debentures of well- 
established companies As on 31st December, 1952, out of the total 
assets of Rs 292 92 crores, the investments or Indian insurance 
companies in shares and debentures amounted to Rs 41 79 crores or 
14 3% of their total assets Of this amount, debentures accounted 
for Rs 13 15 crores, preference shares Rs 10 90 crores, and ordinary 
shares Rs 17 74 crores This level of investment js not in line with 
that prevalent in other countries where insurance companies invest a 
larger proportion of their assets in shares and debentures of com 
panics Two reasons are said to be responsible for this low level of 
investment in India There has been an unhappy experience in the 
past of a heavy depreciation in the value of such investments 
Secondly, the restrictions imposed by the Insurance Act have acted 
to limit such investments It has been urged therefore that the 
Insurance Act should be modified with a view to raise the limits of 
investment in shares and debentures The life insurance business 
was nationalized early in 1956 and since then the investment policy 
of the Life Insurance Corporation of India which had taken over 
about 240 companies has been completely revised The investments 


i Compiled from Reserve Bank** Annual Repons under Sect, on 36 (2) of Ihe 
Banking Companies Act, 1949, entitled Trend and Progress of Banking In 
India 
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of the Life Insurance Corporation are divided into three broad cate* 
gones First, Government and appro\ed securities which generally 
mean gilt-edged securities , secondly, investments approved under 
section 27A of the Insurance Act , and thirdly, other investments 
The limitations are that at least 50% of the total funds should be 
held in Government and approved securities and 50% m approved 
investments (shares and debentures of companies) The section 27A 
has been amended accordingly and made applicable to investments 
of the Life Insurance Corporation of India with a further change 
that the maximum limits of holdings of the Corporation of ordinary 
shares of the companies have been allowed to be raised from 10% 
to 30% of subscribed ordinary capital (with further provision for 
exceeding this limit with the prior approval of the Central Govern- 
ment) The Corporation has also been allowed to invest in private 
limited companies with the prior permission of the Government 

Trends of stock exchange investments of the Life Insurance 
Corporation of India during 1957-66 are shown below 


Year 

% share of 
public sector 

% share of 
private sector 

1957 

77 4 

226 

1958 

78 1 

219 

1959 

7 8 2 

21 8 

1960 

78 7 

2! 3 

On 31 3 1 966 

73 5 

197 


It means about 20% of the investments of the L I C are w 
the private sector OutofRs 512 76 crores invested in India on 
31st Dec, 1960, Rs 92 05 crores (i e , 18%) was in shares and 
debentures On 31st March 1966, shares and debentures accounted 
for an investment of Rs 183 19 crores (i e , 20 4%) out of the total 
investments of Rs 896 42 crores in stock exchange securities 

It is noteworthy that there has been a decline in the proportion 
of investment in the private corporate sector as compared to the 
public sector, the decline being from 22 6% m 1957 to 19 7% in 1966 
Secondly, a comparison of investment pattern of life insurance funds 
in India with those in other countries shows that the investment in 
the private corporate sector is proportionately much lower in India 
In I960, this proportion nos ■40° o m the V K , 44°„ m the USA, 
42% in Canada, as against 15% in India 1 

( c ) Investment Trusts An Investment Trust is a joint-stock 
company which sells its shares and debentures lo the public like a 
corporation and employs the proceeds thereof in the purchase of a 
considerable number of investments It is a financial institution 
run for the benefit of its shareholders It has been aptlv described 
as ‘an agency for the co-operative buying and selling of securities for 
a group of investors' It enables the individual investor, however 

i 1\CAER — Capital Market in a Planned Economy, 1 966, p 20 
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small his resources, to obtain the advantages of wide diversification 
in a single commitment The principal business of the trust is the 
investment of funds in a varied list of stock, shares, bonds and 
debentures In spreading out the risks in various classes of securities 
and several industries and trades, the investment trusts partake some 
of the aspects of banking and insurance It is thus a useful link 
between the investing public and those who need capital, i e , the 
Government, public bodies and joint stock companies 

Broadly, there are two types of investment trusts, namely, (I) 
management investment trusts which are organized and function as 
companies, and (2) unit trusts which are created under trust deeds 
which provide, among other things, for the regulation of manage 
ment in regard to investment of funds and operate purely by virtue 
of a contract in the form of a trust agreement Management trusts, 
being organized as companies, are not trusts in the legal sense of the 
term , it is the unit trust which is really a trust in the strict sense of 
the term The unit trust has been commended for development in 
India It has several advantages It is eminently suited for catering 
to the needs of middle and poorer classes whose individual savings 
may not be large enough to facilitate direct operations on the stock 
exchanges Also since each unit represents a fraction of a number of 
securities, the risk undertaken by an investor in a unit is spread over 
a number of securities and is thus minimized It is also advantageous 
in as much as the actual operations of buying and selling securities 
are conducted by the specialized management company on behalf of 
the unit holders In view of these advantages, such institutions are 
particularly suitable in India where, in order to increase capital 
available to industries, small savings have to be drawn into the 
investment market 

The investment trusts, while of recent growth in India, have 
long been known in Europe and other countries of the West The 
first investment trust formed in India in 1933 was the Industrial Inxest- 
ment Trust Ltd founded by the well known firm of brokers, Messrs 
Prem Chand Roy Chand & Sons of Bombay The New India 
Imestment Corporation Ltd and Bird's Investment Ltd were registered 
in Calcutta in 1936 and the Imestment Corporation of India Ltd , in 
J937 During subsequent years particularly the war years, a number 
of such trusts came into being, but their number is verv small 
The establishment in December 1963 of the U T I in the public 
sector fulfils a long awaited demand of the country 

According to a study* of the Reserve Bank of India, the total 
number of both public and private limited investment and trust 
companies in March 1959 was 59S with paid up capital of Rs 37 3 
crores At the present time India needs most the services of such 
institutions for mobilizing small savings and investing them in shares 
and securities of diversified type of industrial ventures The large 
investing classes have disappeared or are disappearing fast with the 


i published in the Reserve Banfc of India Bulletin, October 1960 
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imposition of ceilings on incomes and it is the small investor who can 
sene industry through investment trusts 

The Reserve Bank has m its stud> suggested the broad lines on 
which unit trusts can be organized in India It states that some of 
the more prominent industrial houses, firms of brokers and insurance 
companies would seem to be the appropriate aeencies to organize 
and sponsor unit trust in India The possibilitv of some of the 
existing well run investment trusts organizing unit trusts or convert 
ing themselves into unit trusts is also sugeested the availabilitv of 
suitable blocks of portfolio securities and investment experience 
accumulated over a long period of time are points mentioned in their 
favour 

In a scheme for the promotion of unit trusts tax concessions 
have a significant place In spite of super tax concession, the few 
relattvelv large investment trust companies in India, which function 
on the lines of true investment trusts were not able to provide 
sufficient attraction to the small investor in the matter of returns 
offered as well as capital appreciation There is therefore a strong 
case for the exemption of the trust income from tax Lookme to the 
safeguards and protection to the investor, a measure of regulation 
of the unit trusts in India is also proposed The Investment 
Company Act, 1940 in the U S and the Prevention of Fraud (Invest 
ments) Act 1939 in the U k. are mentioned as useful guidance 
in this regard Since at present the investment and trust companies 
in India arc organized and function under the Companies Act a 
separate piece of legislation is considered essential 

(5) Self financing The term ‘self financing refers to the 
retention of profits m the business by business concerns and is some 
times also termed as ploughing back of earnings Self financing or 
reinvestment of a part of the profits is ideal method of financmz 
expansions and improvements as it raises no complicated problems 

as does borrowing either from banks or from the public The 
reserves which have been built up during a continuous spell oi 
prosperity b\ following a conservative dividend policv can be used 
as working capital with great advantage to the concern T* 11 * 
method is also the cheapest one Self financing has been a great 
factor in building and expansion of British and American industries 
In Great Britain about 40° o of the income of industrial companies 
was retained as depreciation allowances and undistributed P r0 *" s 
during the vears 1950-51 to 1952 53 In Germanv undivided ptonts 
varied between 25 4° c to 52 6 0 o of gross earnings dunne 1949 5S 
period, in France the percentage of retained profits to gross fixed 
capital formation was between 43°«, an d 50°„ during the vears 
1952 55 In Belgium retained profits are the most important sou^-* 

of industrial capital in that country For small and medium sizea 
companies for which access to the capital market is difficult ana 
costly, self financing has been almost the onlv source of lone term 
capital In Greece also the major part of industrial finance is 
provided by retained profits 
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The position of Indian industry was not very much different 
till 1950-51, when retained profits formed a significant part (40%) 
of financial resources of Indian industry But the situation has 
changed recently The following figures show industrywise position 
in this respect 


Retained profits of selected companies 

(Percentage of profits before tax) 

Taxation 1 Resene Bank’s studies 

Industry Inquiry Com 750 Cos 1 1333 Cos * 

(1946-SI) (1951-55) ( 1961-64 ) (j (963-64 )» 


J 

Cotton Textiles 

49 7 

23 

19 6 

92 

2 

Jute Textiles 

26 8 

17 

—60 

18 8 

3 

Other Textiles 

41 8 

2 

20 3 

26 4 

4 

Iron and Steel 

40 4 

65 

40 1 

43 5 

5 

Engineering 

43 7 

53 

124 

197 

6 

Sugar 

42 7 

41 

46 

95 

7 

Chemicals 

33 3 

1 

27 6 

23 7 

8 

Paper 

52 7 

55 

22 9 

28 5 

9 

Vegetable Oils 

36 5 

— 

10 4 

—37 

10 

Matches 

51 2 

28 

126 

99 

11 

Cement 

27 3 

39 

12 2 

16 4 

12 

Ten Plantations 

31 3 

37 

49 

39 

13 

Other PI mtations 

33 3 

37 

75 

14 3 

14 

Coal 

35 4 

33 

20 2 

33 8 

15 

Electricity 

22 0 

22 

26 0 

29 9 

16 

Shipping 

29 5 

53 

24 5 

27 1 

17 

Others 

43 9 

— 

— 

— 


Total 

1 ~ 

39 

20 

188 


There has been a sharp fall in the retained profits of industry 
in recent years The stud) of finance of 1333 public limited 
companies shows that retained profits formed only 20% of the 
financial resources of companies during the four years I960 61, to 
1963-64, the retained profits for the year 1963-64 being only 18 8% 
In the case of Iron and Steel industry the retained profits were as 
high as 65 of the financial resources during the period 1951-55, 
but they declined to 43 5% in 1963 64 In shipping retained profits 
formed 53°c of total resources during J95I-55 period, but were only 
27 1°,, in 1963-64 

This declining trend of retained profits is due to two reasons 
Firstly, the interest charges have been claiming an increasing propor- 
tion of gross profits from ) ear to year Secondly, the tax provision 
as a percentage of profits before tax has also shown a rising tendency. 


1 Report of the Taxation Enquiry Commission, 1953 54 Vol I, pp 316 17 

* Reserve Bank Bulletin, October 1958 

* Reserve Bank Bulletin November 1965 
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having m « i from 35 S 0 -, in 2960-6! Jo 52'8 r t in 2952-63. The 
industry should be saved from this valuation. 

(6) Central and Stair Governments The industrial policy 
of lndj3 till the first World War was based on the English economic 
philosophy or tetter fare and thus Government kept itself aloof 
from the industrial field But under the enormous stress of the 
war. the donnne of lsis*ez fare broke down and the lheoiy that 
interference b\ *the state in the economic Life of the count n wax 
injurious to its wcll-bnrg carte to be discarded. The Indian 
Industrial Commission which examined the question of industrial 
development of the counm under the chanced circumstances of 
ihe time recommended ir’ir chs that the stair should play s definite 
role m the financing of industry It suggested direct financial 
assistance in the form of I oars or of plant and machinery on the 
hire purchase system to small or cottage industries and of guarantee 
of dividend of" new companies and of loans to going concerns, of 
taking up of securities, both shares and debentures of largr-smlr 
industries of national importance The Central Government^ did 
not act up to the expectations of the Commission. It satisfied itscJ 
b\ merely rendering indirect assistance in the form of discnmmatirg 
protection to industry Some of the State Governments. hew ever, 
did realize their responsibility towards the industrial development 
by direct assistance and they passed State- Aid to lndustnes Act or 
framed rules for the purpose * The following measures warr adopted 
by various states during the mter-war period : 

1. The Madras State-Aid to Industries Act, 1922. 

2. The Bihar and Onssa State-Aid to Industries AcL 392--- 

3 The Bengal State-Aid to Industries Act, 1931. 

4 The Central Province x State- Aid Jo Indusmes Act. 3934 

5. The Punjab Industrial Loans Act. 3923. 

6. The Bombay Govenment framed Rules in 192n. 

7. The United Provinces framed Rules in 392 3. 

8. The Mysore Government framed Rules in 3913. 

9. The Department of Commerce and Industries began to assist 
industries in Hyderabad in J9IF. 

10. Baroda began State-Aid to Industries in 3891. 

11- Gwalior and Travancorr also had such rules. 

The assistance under these acts and rules -was provided in the 
form of loans guarantee of loans raised from banks, grant c ^^ev 
material and land at fav curable rates, supply of machinery. guma^ 
tee of minimum return on shares 2nd debentures, etc. The peno 
of loans generally varied from 30 to 20 years. 

Though considerable sums of money w ere advanced to s 3 --** 
iries under these provisions, the results were rather di^^ommc-. 
and people began to believe that the very pnnapir of 
assistance Jo industry by the Gov cnanenl was wrong- The l 2 n^~ 
howev er, of the working of the system was not due to any mh_ —** 



Long-term Finance in India 159 

defect of the system itself but due to its wrong handling The primary 
reason of its failure was the lack of experience of the Departments 
of Industries and proper planning Enormous sums were advanced 
as loans to certain weak concerns which failed soon after and the 
recovery was impossible or only partial in many cases 

Bureaucratic delays in the disbursement of loans had in no 
small measure contributed to the disappointing results The most 
important cause of failure was the absence of a suitable machinery 
to disburse the loans after careful investigation The uncertainties 
in interpreting certain sections of the Acts, the lack of co-ordination 
in industrial policy between the Provincial and Central Governments 
and initiation of these measures at <in inappropriate period of severe 
economic depression were other important reasons for the failure of 
these efforts 

During the period of the second World War and thereafter 
conditions changed altogether, particularly after independence , and 
the Central as well as State Governments had to adopt a more 
vigorous programme of industrial assistance and finance Under 
the principles or welfare state and the planned economic develop- 
ment with an ultimate goal of establishing a socialistic society the 
Government has emerged as an entrepreneur and industrialist Now 
there are two separate sectors of industry— a public sector and a 
private sector Tn the public sector the state is the sole supplier of 
entire finance But the state assistance continues in the private 
sector also The assistance provided during 1951-52 to 1953 54 to 
private industry was as follows 

(Rupees in lakhs) 


Central Coif Part A Slates Part B Stales 

Type of 

finance 51-52 52-53 53-54 51-52 52-53 53-54 51-52 52 53 53-54 


Investment 
in shares 


25 

108 

128 

186 

210 

530 

26 

157 

Loans 

310 

274 

827 

156 

280 

266 

77 

90 

42 

Grants-m- 

90 

17 

9 

6 

30 

22 

— 

2 

— 

aid 











Total 400 316 944 290 496 498 607 118 199 


The budget provisions for subsequent years in respect of indus- 
trial development in the pm ate sector arc as follows 

(Rupees in crores) 

Central Government State Governments 

1950 si 8 90 5 81* ~ 

1955-56 11 07 7 07 

1960 61 91 27 15 49 

1965-66 (Revised) 131 40 48 20 


Figure for 1951 52 
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( 7 ) Foreign capital Foreign capital combined with skill 
and enterprise is essential for the dev efopment of economic poten- 
tialities m backward and under-dev eloped regions India owes not 
a little to foreign capital for her industrial development in the initial 
stages of her economic revival Whatever industrial dev elopment took 
place in India till the first World War was largelv due to foreign 
capital and foreign enterprise In the absence of foreign capita! 
during the nineteenth centur> there should have been neither the 
railways, jute and tea plantations and coal mining industries, nor the 
banking and insurance facilities The modern technique came to 
India as a handmaid of foreign capital which is primarily responsible 
for the present industrial status of India Even todav we look to the 
foreien technicians for all advanced tv pe of industrial and economic 
activitv assisted b> foreign capital whether it comes from Russia 
Germany, Canada, Japan Britain the United States, Romania or 
anv other country of the world 

No accurate estimates of foreien capital inv ested in India pnor 
to 1948 are available It was for the first time estimated by the 
Reserve Bank oflndia that the foreien capital invested in India was 
of the order of Rs 255 83 crores in 1948 Since then the figure has 
been rising from vear to year and has more than doubled itself as >s 
shown by the following figures 

Outstanding foreign iniestments in the pricate sector 1 


(Rupees in crores) 



Foreign investment, in its wider sense, covers all fo”™® 
creditor and investor capital received from both private and oniciai 
sources abroad bv the private and official sectors in the country • 
would, thus, cover shortterm borrowmes medium term supplier 
credits and long term investments The trends in foreign capi 
inflow in the above table refer mainly to the investment ol long term 
foreien capital in the private sector (other than ban kins) from 

limited angle, long term foreign investments in the private sector a 

t Reserve Bank of India Bulletin \ia> 1961, October 1962, 2 nd Apnl 1 9(6. 
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the aggregate of (a) net foreign liabilities of branches of foreign 
companies operating in India, (b) foreign held shares including pro- 
portionate free reserves, and foreign-held debentures of rupee 
companies , and (c) long-term loans obtained by these companies from 
official institutions abroad 

During the four years ended 1959, net inflow of foreign capital 
amounted to Rs 153crores For the five-year period, 1956 60, roughly 
corresponding with the Second Five Year Plan period, the total net 
inflow of foreign capital m the private sector is estimated at about 
Rs 200 crores 1 


Industry tiisc break down of foreign business 
investments in India 

(Rupees in croTes) 



J948 

1956 

1959 

i960 

1962 

Manufacturing 

70 7 

147 6 

250 7 

289 4 

327 4 

Services 

99 1 

130 3 

131 2 

135 5 

130 8 

Petroleum 

223 

1164 

120 7 

152 4 

1540 

Plantations 

52 2 

87 9 

95 1 

99 5 

1103 

Mining 

11 5 

108 

130 

J37 

13 0 

Total 

255 8 

493 0 

6107 


735 5 


Manufacturing group includes metals and metal products, foods 
and beverages, chemicals, textile products, electric goods and 
machinery, transport equipment, etc The largest amount invested 
since independence has been in the petroleum refining industry 
wherein investment rose from Rs 22 3 crores in 1948 to Rs 154 0 
crores in 1962 Second in importance comes the manufacturing field 
wherein foreign capital rose from Rs 70 7 crores to 327 4 crores 
during the same period 

The United Kingdom has contributed the largest amount of 
Rs. 482 8 crores followed by the United States with Rs 108 9 crores 
outstanding in 1962 as shown below 

Counlryinsa foreign business investments 
(Rupees in crores) 


Country 

1956 

1957 

1958 

1959 

I960 

1962 

United Kingdom 

~3925 

398 8 

398 8 

400*1 

446 4 

482 8 

United States 

47 0 

57 S 

60 0 

82o 

112 7 

108 9 

IBRD 

14 8 

46 9 

72 2 

83 0 

78 1 

— 

Switzerland 

82 

67 

68 

76 

89 

10 8 

West Germany 

28 

35 

3 8 

54 

68 

120 

Japan 

02 

06 

0 6 

1 4 

34 

33 

Pakistan 

42 

42 

42 

4 2 

42 

— 

Others 

23 2 

24 8 

26 2 

27p 

30 0 

1177 

Total 

492 9 

543 0 

572 6 

610 7 

690 5 

735 5 


i Reserve Dank of India Bulletin, October 1962, pp. I531-U 
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The International Banl's contribution has been in the form cf 
loans A large part of these loans have been employed in the iron 
and steel industry 2 nd power projects The Industrial Credit and 
Investment Corporation of India has also utilized loans from 
I B R-D The private sector has also received loans from other 
official acencirs such as Ibr L 1 S Export-Import Bani and the Deve- 
lopment Loan Fund (DLF) Besides there have b**en drawings from 
Britain for the NaharLatia oil fields pipeline project and the Japanese 
yen credit. Loans from the L S Exin fcanl ard D L F 2 s well as 
from Japan have been spread over a larger r umber of manufacturing 
industries including textiles machiren and machine tools, clertncal 
goods, transport equipment, chemicals cement, etc 

The basic policv of Government of India n regard to foreign 
investments remains the sane as it was announced in 1 949 Accord- 
ing to this policv no distinction is made in native and forrgn 
capital for the purposes of industrial development in the cojntry. 
The Government allows earning of profits b> foreign investors and 
taking them home if they hie, subject to the foreign exchange 
position in tbr country The Government of India is also committed 
to pa\ compensation in case of nationalization of industries having 
foreign capital employed m them. Thus, the general policy cf the 
Government is to encourage foreign investments. Hon-rier, the gosl 
of socialistic pattern of society has created a fe 2 r in the minds cf Lie 
foreign investors Consequently, the Government ha®, in recent 
years, provided inducement by granting concessions. The tax 
exemptions have been enlarged ; there has been a modification in the 
tax payable by companies in respect of dividends received by them, 
as a result of which the rate of super-tax on dividends on inter- 
corporate investment whether Indian or foreign, and whether cn a 
nxajontv or a mmontv basis, has been fixed at a uniform level 
applicable to investment in companies formed after March 3!, 19-9 ; 
taxation On rovalties received from Indian enterprises by foreign 
companies has been reduced from 63% to 50\ The measures 
should help improve further the climate for foreign investments in 
the country. 



9 


Long-term Finance in India 

(New Agencies) 


The question of large scale industrialization of a country is 
closely related to the provision of adequate long term finance 
Whenever India has embarked upon any ambitious schemes of 
industrialization, the question of finance has come to the fore front 
And whenever the question of long term industrial finance has been 
considered, the services of commercial banks have been questioned 
People have blamed banks for not providing long or medium term 
finance to industry In fact, m no country have the relations between 
banking and industry been satisfactorily settled 

In India, the chief sources of long term finance have been the 
managing agents and the investing public The banking system, 
having been founded on British model, has helped the industry to 
meet the needs of short term finance only The investing class in India 
has not yet developed to the desired extent Sometimes the shjness • 
of the people, sometimes bank failures, sometimes company liquida 
Hons, sometimes threats of nationalization, and sometimes other 
policies of the state have retarded the progress of capital formation 
in India and have increased the proverbial shyness of capital rather 
than encouraged it Under these circumstances, the managing agents 
rendered yeoman service to Indian industry up to the time of the 
first World War But soon after, the system came in the grip of 
numerous abuses and the public opinion grew very critical of the 
undesirable activities of the managing agents It was pointed out 
that industry should be made less and less dependent on managing 
agents for its financial needs 1 The confidence of the people in 
managing agents was shaken It was contended that wherever they 
(managing agents) existed they were responsible for the weakness of 
the industry, which no financial measures could overcome 1 In many 


The Indian Central Banking Enquirv Committee, Vol 
Report), p 280 
Ibtd , Part II, p 332 


I, Part J (Minority 
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cases the finance provided by managing agents proved inadequate 1 
and the industry was compelled to look to the banks or other 
sources available to overcome the crisis Thus not onlv was the 
finance provided by managing agents inadequate it was unsuitable 
also It was considered desirable that direct friendly relationship 
should be established between industrial companies and banking 
system 2 It was generally held that close intercourse between banks 
and industries created an atmosphere of mutual confidence with 
resultant benefit to both the parties While suggesting this clos- 
co operation between banks and industry, people had in mind the 
German sv stem of banking We realize that that is the secret of 
the German Banking policy in respect of industries ’ Thus ran the 
evidence tendered before the Central Banking Enquiry Committee* 
The Committee therefore recommended that such of the existing 
commercial banks as were well established and carried on their 
ordinary banking business on the safest and soundest lines misht 
follow the German s> stem and it called upon the Imperial Bank 
of India (now the State Bank of India) to give a lead in this 
direction 

Certain people commended Japanese system of Banking 
and others found a remedy of the problem of long term industrial 
finance in setting up a special type of industrial bank or barks to 
finance industrial concerns Then there were other suggestions viz-, 
the establishment of (a) an All India Industrial Corporation and a 
Provincial Industrial Corporation in each Province, (b) an Industrial 
Mortgage Bank on the Swedish General Mortgage Bank model 
Some of these systems may be discussed here briefly 
The German system 

The chief characteristic of the German svstem of banking has 
been its close connection with industry as against that prevailing m 
India, Britain, or other capitalist countries This connection arose 
firstly out of the current account maintained bv an industrial firm 
with its bank This current account was distinct from the current 
account as used in relation to banks and their clients in England or in 
India In the ordinary current account relationship the customer is 
sometimes in debt to the bank and sometimes has a balance to ms 
credit Many claims thus arise on both sides which are not settled 
individually but are settled periodical^, usually every six montns- 


• It has also been pointed out that this Managing Agencj sjs Icm work* « 
when everj thing goes on smoothly and when the industries are prospero ^ 
During these periods of prosperity if more money if required by the meu 
trial concerns, the Managing Agents may very often continue supplying ■ 
money themselves to a considerable degree Later on however wn 
conditions alter and the industry or the particular concern comes up ngat 
bad times and the Managing Agents find themselves compelled to nno ® 
money lo support the industry, it is found that they are not able in an ca 
to cope with the requirements (The Indian Central Banking Enqu 
Committee, V ol 1, Part I, pp 279 SO } 

The Indian Central Banking Enquiry Committee, 'ol I Parti p ito 

lb-d., p 297 
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On the contrary, the current account advances were used by the 
average German firm not only for the purpose of providing itself 
with working capital but also for supplying block for extension in 
anticipation of recourse to the investment market The industrial 
current account was the pivot of all transactions between banks and 
industry, promotion and issue transactions, direct participation 
in industrial undertakings and co operation in management through 
boards of supervisors 

The second important connection arose jij the matter of promot- 
ing companies and equipping them with capital After the plans for 
the formation of a new company had been prepared and approved 
by a bank, a ‘consortium’ (a sort of temporary association of banks 
and private persons) was formed The promoters (members of the 
consortium) took over the entire capital in the first instance with the 
intention of placing it on the market subsequently Whenever 
industrial companies wished to procure new capital, whether from 
existing shareholders or by issue of new shares or debentures in the 
general market, they arranged the transaction with the bank with 
which it was in permanent banking relations Thus, the banks 
played the part of middlemen only , they simply held the securities 
for some time and the lasting participation in industrial undertakings 
was never their general policy 

The third important connection arose in having banks’ repre- 
sentatives on the board of supervisors of the industrial undertaking 
This board came in between the Executive and the general meeting 
of shareholders and exercised considerable influence over both It 
was not identical with the British Board of Directors , it was a Board 
of Supervision and not of Direction 

The sympathetic attitude of banks towards industry in Germany 
and the intimate relationship between the two was a historical 
necessity About the middle of the nineteenth century when 
Germany sponsored schemes of industrialization in competition 
with Britain there was scarcity of capital and in order to assist 
national industry German banks had to undertake granting long 
term loans and promotion of joint-stock companies Secondly, 
whatever capital was available, it was generally misdirected “Those 
who had the necessary funds were neither willing nor fitted to 
become progressive entrepreneurs themselves, nor would they entrust 
their money to others who had the required qualities ” Hence there 
was need of agency which could win the confidence of the investing 
classes and direct the capital towards sound industrial undertakings 
The banks filled this gap 

It must, however, be remembered that German banks were 
not unmindful of the dangers of locking up short-term advances 
They were fully alive to the dangers of extensive and permanent 
participation in the concerns which they brought into existence 
They worked on the principle that it was their function “not so 
much to call great branches of industry into existence through 
large-scale participation on their own account as to induce the 



166 Elements of Corporation Finance 

capitalists of the counts*. by the authority of their recommendations, 
to apply idle capital to undertakings which, properly planned 
according to real needs and equipped with expert management, 
offered prospects of reasonable profits ” Their ability to assist in 
the promotion of new undertakings, or in the conversion of private 
into public limited companies, was always subject ultimatelv to me 
response eness of the capital market If the public were unwilling 
to put up the new capital required by the industrial company, 
banks would not take the place of the public and would not thera- 
sehes furnish the industrial company what the investing public was 
not prepared to provide The banks were always anxious to place 
their securities with the public as quickly as possible, and not t0 “ 0) 
them in their own hands Contrary to the common belief, lasting 
participation in industrial enterprises had not been part of the general 
policy of German credit banks 

Besides this, the secret of German banking was the method of 
self balancing each line of activity The short-term deposits 
used for short-term credits and long term loans were based 
resources as could safclj be locked up for long [periods The total 
of liquid assets was almost tnsanably co ' ercd e f 

resene resources of the batik Hsen 'then a certain amoum 01 

‘locking up’ of depositors funds became unavoidable, . b 

mitigated, firstly , by disersjljmg the.r '">''5' Vafsast tesour'ces. 
maintaining secret reserves These banks, in ‘ ac *’ ** lj Cll p a%c 

large resenes and elaborate and methodical orgamza 
them power and strength , 

None of the charactenst.es or German ^^^^dequate 
by Indian joint-stock banks They are small banks Indian 

resources and therefore in spite of all tall talk ini :h« Sccon dh, 

banks could not walk on the foot prints of German deposits liable 
their deposit assets, which consist largelv cus ^°° 1 th ^t , n cumng 
to be withdrawn at short notice, cannot obviously , t0 , n dus- 

senous risks, be locked up in long term loans c ’ j a bilitv, 

try Thirdly, the necessary techmca and entrepreneu 1S still 
which is required if mixed banking policy' is to b r ai ] ur e S f ro m 
lacking among our bankers The large number c ' b hope for 

time to time since the first World War does noto Indian 

this type or banking in India Even the !ar f tDC 
commercial banks are not suitable for this tvpe of - 

Moreover, the German sy s,em ”1 ^bsequwt 
sion of nineteen thirties and was modified substant any ^ 

'ears Follow mg the crisis of 1931 and a «>“P let , e t( , b /“™ a5 , et 
the German banking system a Co ^™ ss ^°CmdftArt of December 
up in 1934 and, later, a new law, the German d „ oon to 

1934 was passed Under this Act. banks w their holdings 
maintain a fairly high standard of liquidity a ”d “ participation 

or real estate and speculate .mestments ^Fcrm^ to " cxcec d the 
Institution concerned There nas a 
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programme of currency and credit reform earned out in 1948 to suit 
the requirements of post war industrial reconstruction whereby the 
Bank Deut Scher Laendar acquired extensive regulating powers over 
all banks Two specialized institutions (K F W tn 1948 and IO in 
1949) for providing long term industrial finance were also set up Thus, 
this whole idea has remained only of theoretical importance for India 

The Japanese system 

Throughout the nineteenth century, the French Credit Mobilicr, 
a specialist institution for providing industrial finance, attracted 
considerable attention It provided a great attraction to all those 
countries which were desirous of achieving rapid industrial progress , 
and Japan chose it as the model, when she founded her Industrial 
Bank in 1902 It was the result of the efforts of Prince Matsukata 
who enunciated the principle that distinct groups of banks should be 
established to fulfil different function s 1 Till the close of the first 
World War the Japanese Industrial Bank served as a model of 
specialized bank designed primarily to finance industry During the 
inter-war period, therefore, when India embarked upon her indus- 
trialization it naturally attracted considerable notice in India It 
impressed the Indian Industrial Commission of 1916 profoundly and 
it was mainly responsible for popularizing the idea of forming an 
‘industrial bank’ in India on the model of the Japanese institution 
It inspired many Indian witnesses who appeared before the Banking 
Enquiry Committees (Central and Provincial) It was naturally 
favoured by Indian economists and publicists 

The Industrial Bank of Japan was established with a Govern- 
ment subsidy under Government control with a 50 year charter, the 
renewal of the charter being at the option of the Government The 
Government undertook to guarantee a 5°„ return on the bank’s 
shares for the first five years, provided the amount of the subsidy did 
not exceed 5°„ of the paid-up capital It was put under the direct 
superintendence of the Finance Minister who was to appoint a 
Comptroller to supervise the business management of the Bank 

The Bank is a Joint Stock Company The President and the 
Vice-President of the Bank are appointed by the Government from 
among the shareholders owning more than 200 shares in the Bank 
Their term of office is five years The Directors arc appointed by 
the Government from among the members holding more than 100 
shares in the Bank and elected m the general meeting of shareholders 
Their tenure of office is three years 

The business of the Bank is as follows 

(1) To make loans on the security of national bonds, municipal 
Joan bonds or debentures and shares of companies 


1 Accordingly a Her founding a Central Bank and an exchange bank he turned 
his attenuon to the starling of banking institutions to facilitate the grant 
of long term loam to industry and agriculture Thus came inio existence 
the Hypothetic Bank for agricultural credit, and the Industrial Bank for 
industrial finance 
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(2) To subscribe for and underwrite national loan bonds, 
prefectural and municipal loan bonds or debentures of 
companies 

(3) To receive deposits of mone> on fixed, current or special 
account and undertale the custody of goods entrusted to 
it for safe keeping 

(4) To undertake trust business relating to secured debentures. 

(5) To discount bills 

(6) To buj and sell clean and documentan bills of exchange 

(7) To make loans on mortgage of estates created bv virtue of 
special laws 

(8) To make loans on mortgages of land and buildings belong- 
ing to factories 

(9) To make loans on mortgages of ships including those 
under construction 

(10) The make loans on the securitv of ship building materials 
or equipments 

(11) To float national loan bonds, prefectural and municipal 
bonds and companies’ shares and debentures and to 
receive pa\ment for the same 

(12) To make loans on mortgages of lands and buildings in 
cities and towns designated b\ Imperial ordinances. 

(13) To subscribe for or accept shares of companies. 

It will be seen from the above that this is a mixed banking 
institution with a preponderance of issue and mortgage business, i 
combines the functions of an issue house with those of a mortcage 
bank. Although it is claimed to be essentiallv a monetan inrtituti 
formdustn, it cannot be characterized as a pure industrial cam. 
the sense that it is interested exclusivelv in industrialize or mo - 
gage business. For, in addition to its industrial business it frequen ) 
floats and underwrites Government and Municipal loan bonas. 
also engages itself in commercial banking business such as tne 
counting of bills and the recemnc of deposits 

On a careful studs of the structure and operations of tie 
Japanese institution, it was found that such a bank would be uns 
able for India as the conditions were different inthetwoco-n 
The loans granted b\ the Bank are not trulv long-term ones 
there is no statutory provision for amortization, except tor P 
mortgaee loans It was felt that an institution furmshwc sucd tvp^ 

of industrial loans would not fulfil the real need m India for id - 
term industrial finance Besides, a mixture of various Linos 
bankmc functions was not considered desirable The experience 
Japan did not, therefore, afford a conclusive lesson for India. 


Industrial banks 


Although banks in India have generallv confined 
the provision of working capital, there have been 


themselves to 
at least three 
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distinct periods in the baricing history of the country when Indian 
joint-stock banks showed a remarkable tendency towards the long- 
term financing of industry The first such attempt was made by a 
number of commercial banks, mostly in the Punjab, during the 
Swadeshi Movement of 1906 13 Industries, started under the new 
spirit of Swadeshi Movement were intended to be financed by these 
industrial banks The whole country was swayed by a desire to 
foster the indigenous industries and the new joint-stock banks under- 
took to provide long term finance to industry These banks subscrib- 
ed to the shares and debentures of industrial companies and freely 
advanced considerable sums on the security of factories, machinery, 
plant, buildings, etc The more prominent among these banks were 
the People’s Bank of the Punjab, the Indian Specie Bank, the 
Hindustan Bank, the Lahore Bank. The Doaba Bank, the Manvan 
Bank, the Industrial Bank and the Credit Bank of India A large 
number of these banks failed during the financial crisis of 1913-15 
Their failure is attributed to the fact that they advanced money 
recklessly to industrial ventures which did not pay “frenzied 
speculation and imprudent and reckless loans” characterized the 
activities of these banks Every known principle of investment 
banking was violated 

After the first World War, again, certain industrial banks were 
floated for the specific purpose of promoting and making long-term 
advances to industries During the war-end boom, there was an 
outburst of company floating activity and the opportunity was seized 
upon, as in the Swadeshi period, to establish ‘banks’ for financing 
indigenous industries The feeling of forming ‘industrial banks 
spread very rapidly and developed into a craze for such banking 
“They became the fashion of the day, the vogue of the times and fot 
some time one heard nothing but of industrial banks, which made 
their debut in the North and South, the East and West ”* Notable 
among these banks were the following 


Name of the Dank Pear of Registration 


\ The Tata Industrial Bank 1917 

2 The Calcutta Industrial Bank 1919 

3 The Indian Industrial Bank 1919 

4 The Industrial Bank of Western India 1919 

5 The Central Travan core Industrial Bank 1919 

6 The Mysore Industrial Bank 1920 

7 The Gundulpet Industrial Bank 1920 

8 The Karnant Industrial Bank 1921 

9 The Simla Banking and Industrial Company 1921 

10 The Raikut Industrial Bank 1922 

11 The Luxmi Industrial Bank 1923 

12 The Sooth Malabar Industrial Bank 1929 


Indian Central Banking Enquiry Committee Vol II, p 192 
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The Tata Industrial Bank was the earliest and the largest of 
these Industrial banks It was set up m 1917 witti an authorized 
capital of Rs 12 crores At the outset it showed signs of good pros- 
pects and within a very short period its shares were quoted on the 
Stock Exchange at a premium of Rs 100 Besides the head omce, 
it opened two branches in Bombas and twelve in other centres, siz., 
Ammabad, Asansol, Calcutta, Chandausi Delhi, Dhanbad, Hapjr, 
Hyderabad, Kanpur, Lucknow Madras and Rangoon 

The Bank however, did not confine itself to industrial business 
solely It undertook to combine the business of exchange banking, 
commercial banking and industrial banking at the same time tVitfun 
a short time large sums or mone> were locked up and had i to be 
written off ultimately In 1922 the authorities of the Bank had to 
close the Industrial Deptt In 1923 the Bank amalgamated with 
the Central Bank of India and went into voluntary liquidation ine 
hieh hopes entertained about the Bank failed to materialize 
chief cause of its failure was lack of proper planning in regard l to 
varied type of its activities Long term operations were 
of cunent and annual deposits The Bank never made , P a 

to issue debentures The pohcv of the Bank to retain p _ > 

considerable holding of shares in ^e companies n which it 
interested was misconceived The imestmentsof the B^ere 
neither properly planned nor wisely selected The Management 
was ignorant and inexperienced generallv. 

After a hectic career lasting 3 or 4 f «rs. most of th^o.Ser 

industrial banks were caught in the slump follovrng iea . 

War and disappeared like the Tala Induslnal establish- 

sons of their failure raav be summarized as follows () t to 

mentof these so-called industrial banks was a deliberate ^temp^ 
transplant the German model on the Indian an d f onc - 

confused thinking about the true nature, their coos' German 

„ons in the minds of out countrymen Contmo « 
practice, these banks »ere pnmanls deposit banks t n ^ 
insestment banking Pioneers of industnal banks in Gcnnan 
not appreciate the principle of self-balancing M * 0 m tint) funds 
banks The latter had. as a rule, emplosed their long ie™ 
only in industnal msestraents Moreoser. pennanen P 
,n industry had neset been the pol.es or the ■“£! and Shi n 
(2) Generally the managerial personnel oetc ineffle: “ included those 
India The loans made by the banks usual dy mcU «« 
adsanced to linns in ohich directors «cre >«“« No 

and in a good many cases those that were quit __ ..nrtrrtaken 
scientific investigation of the affairs ofthe boI j™*5 rs '' tors w crc also 
before advancing loans The bonafides th v e expe- 
doubted in manv cases (3) Lack of»cc«»nL* i T or Jg. 

nonce »as also an important reason of _th«r d financing. 

Besides, they Mere not adequateh equ.ppcd foriria properls 

(4) The .mestments vsete neither “^'^'^e'rtaken and vets 
disersified Esetv description of b“^«f ” JJSaal or imeslment 
little regard ssas paid to basic pnnciples of commetcia 
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banking Safety of investment was sacrificed for high speculative 
return and frenzied speculation became a part of their activity in 
many a cases 

Again during the years of second World War a number of 
new banks came into existence to finance industrial activity of the 
country In view of the war expanded liquid resources of commer 
cial banks and the loss of the traditional sources of their income, 
they were urged to forge closer links with industry The experience, 
again, was an unhappy one The failure of a large number of these 
banks, particularly in West Bengal, was attributed, among other 
reasons, to their long term advances to industrial concerns 1 

Thus, the results of mixed banking whenever pursued m this 
country proved disastrous The Central Banking Enquiry Committee 
had suggested the formation of Provincial Industrial Corporations 
but could not work out the details for their constitution, functions 
and working, etc Hence the idea could not take a practical shape 
Thus most of the foregoing suggestions were either found to be 
theoretically unsound or were of little practical value The remedy 
of the problem of long-term industrial finance had therefore to be 
sought elsewhere 

Specialized institutions 

Special institutions and organizations for financing agriculture 
have existed on the continent of Europe for many decades But 
the banks took care of the capital needs of industry A public 
capital market grew up beside them in most of the European coun- 
tries, but without displacing the banks from their leading role in 
industry at large This picture was greatly affected by the great 
depression of the 1930’s With few exceptions the resources of the 
commercial banks were strained to the utmost, not only medium and 
long term loans, but many self-liquidating advances became frozen , 
and credit mobilization facilities were gravely impaired In most of 
the West European countries the public authorities had to step in to 
prevent the failure of the banking system As a result, a number of 
specialized institutions sprang up to fill the gap in the field of 
industrial finance These catered exclusively or mostly for the long 
and medium term requirements of industry The Industrial Mortgage 
Banks of Finland, Hungary and Saxony and the National Economic 
Banks of Poland were typical examples of such institutions Those 
in Finland and Poland were formed in 1924, in Saxony in 1925 and 
in Hungary in 1928 With the rise of highly industrialized systems 
on the continent and in America, a feeling also grew in England 
that her former policy of latssezfaire would not ensure her prospe- 
rrfy rn a crowded and increasingly competitive world Consequently, 
the question of finding new and up-to-date agencies of industrial 
finance attracted the attention of businessmen and financiers in 
England also As a direct sequel to this feeling, there came into exis- 

1 The Report of the Committee on Finance for the Private Sector, J954, 
p 48 



172 Elements of Corporation Finance 

fence certain specialized institutions of industrial finance viz- (a) 
Securities Management Trust a subsidiarj companv formed bv the 
R . 0 r E n eland in 19’9 to assist the process of rationalization and 
reconstruct, onm industry (b) the Bankers .Industrial 

theBankof* England S°,he Credit for Industn 

1 td launched in 1934 mamlj to proude capital for plant and other 
purposes for small and medium sized businesses These three ins , tu 
Eonsplavnl onlv a limited part in promoting industrial venture :s 
the cap in the financial machmen for meeting the requirOTents 
small and medium industries could not be fulls bnderd bs them 
The gap vsas filled bs the establishment of two new ’ 

1945^ These were the Industrial and Commercial Financ rp 
tion and the Finance Corporation for Industrs Ltd 

Secondls it is a ssell Lnossn fact that one of the t “'“'““J, 

W orld War II was individual capitalism mul suc h 

viduals owning large capital are rareh to be found, wtJj 

countries as the U.S and the L h. e ” P na i skill is there 

capital is fast disappearing though cnueP re ne u diffused 

With egalitarian idea rapidl> spreading savings h b be ^ th( . rcd 0 n!v 
over a wide ranee of population and ■ people m 

throueh certain institutions commanding tol fadin2 

general Moreover with individual entnpreneun on5 to sponsor 
into oblivion the need h s arisen for . proud e the lone 

new industries requinng <arge inv estroents ^and t P™ and ^demi 
term capital needed bv easting industries 5 c *P a " ^ ,ome of the 

zation Financial institutions thus nave as « entrepreneurs 
responsibilities previouslv shouldered bj ,nd V pd in England in 
and financiers Besides the two 'tine of 

1945 two more such institutions came into exist c ^ p^ c lop 
termination of hostilities One . W 5 ! s other was the Indus 

ment Bank 6f Canada formed in 1944 and the o 0 f Australia 

trial Finance Department of the Commonwealth Bank oi * 

formed in 1946 .nrfueinai 

This tendenev to set up specializedmstirutiom ^ smce 
finance gained momentum in the pmtuarsea ^ for cap ,tal 
peace and reconstruction created rawxnou) * ? 0 ,er»mlctl 
Restoration of vat damage re equipment ° f “ d “ Action to Leep 
or shut down during the war and 'be , b e demands 

pace with the demand for goods and services IP ofthe curling 
for industrial capital to levels bevond the “P „ , n the public 
institutional arrangements Further great «P * © housing 

domain linking with the concept °f the weliam o0 „„ b i 
construction on a verj large scale fca P ,ure common I to 

nationalized industries and P»blm savages « , d tDlJa% has 

Se e <imemto"c 0 et 1% the industrial development on a 
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wider basis beyond the national boundaries, viz, the Internationa! 
Bank for Reconstruction and Development and its affiliates, the 
International Finance Corporation, the International Development 
Association, etc 

Industrial Finance Corporation of India (I.F-C.) 

The question of establishing a special institution for solving the 
problem of industrial finance in India had been before the country 
for a long time The necessity of setting up such an institution was 
stressed by the Indian Industrial Commission (1918), the External 
Capital Committee (1925) and the Central Banking Enquiry Com- 
mittee (1930) But no action except a half-hearted attempt m one 
or two provinces was taken on their recommendations Towards the 
end of the second World War, however, attention once again came 
to be focussed on the problem of industrial finance The Develop- 
ments m western countries and the establishment of special institu- 
tions served as an object lesson for India The two British institutions 
set up in 1945 attracted the greatest measure of attention A virtual 
absence of a well developed capital market and the dearth of issue 
houses and underwriting firms intensified effort in this direction 
Reconversion of war-time industry to a peace-time basis, re-equip- 
ment of war shattered industrial plant and machinery, rationali- 
zation and expansion of existing units and establishment of new 
industrial enterprises under the planned economy further served to 
motivate the idea 

The Government of India made it clear in their statement on 
Industrial Policy issued in April 1945 with reference to their plans 
for the future industrial development of the country that the question 
of promoting an Industrial Investment Corporation or some such 
institution was under careful examination The decision was subse- 
quently reached in the General Purposes Committee appointed by 
the Planning and Development Department that the subject should 
be examined by the Finance Ministry in consultation with the 
Reserve Bank of India In implementing the decision the Reserve 
Bank of India framed a Bill for establishing an Industrial Finance 
Corporation The Act establishing the Industrial Finance Corporation 
came into force from July I, 1948 

The object of the Corporation is to make medium and long- 
term credits 1 more readily available to industrial concerns in India, 
particularly in circumstances where normal banking accommodation 
is inappropriate or recourse to capital issue method is impracticable 
An ‘industrial concern' has been defined to mean any public limited 
company or co-operative society incorporated by an Act of the 
Legislature and registered in India and engaged in the manufacture 
or processing of goods or in shipping or m mining or in hotel 

1 The terms ‘medium* and ‘Jong-term* have not been defined in ihe Act 
forming the Corporation 
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industry or in the general, on or d.stnbut.on of electric, tv or any 
other form of power 

“SlM 

cor ered by State Financial Co p b] | lmlte d companies and 

try the Corporation assists us oumeiv the pmate limned 

co operatise societiesand excludes from its purvievvtl p^ 

co^rs\nd r ^r n betn C mar. f. r the Corporation should 
provide finance to these concerns as ssell 

The an, homed capital of the Corporations t^cror^ 
rupees divided into 20 000 shares of Rs S MO bu(ed jointly 

capital of the Corporation is Rs 8 35 cror s cooperative 

by the Industrial T >e ' clo P m ' nt the insurance concerns 

banks (8° n ) scheduled banks (20 ) and IransrcraMc only between 

and investment trusts (2’ o) Tlrasha and no one else can hold them 
the above categories of shareholders and no n the shares re 

Further no institution can hold more ha: n . T he shares of 

served for the class of institutions *° '' h i* ‘JJ Government as to the 

the Corporation are guaranteed bj the Centra , dl s,dend of 

repayment of the pnncpal and the payment annua^ ^ 

2J 0 o — 4° 0 The maximum rate i of dividend Its « rc5 erve fund 
the maximum rate can be declared I on'> h sum5 pa ,d bv 
equal to the paid up capital has b 5 en '[f 3 „ rcpa ,d by the Corpora 

the Government under guarantee have been pa^ > qua|s tht share 

tion In any financial year after the res aflerdeclanna a dm 

capital of the Corporation if any surplus is le f , he Central 

dend at the maximum rate such surplus is P d cemed to be 

Government The shares of the ^vestment The 

trustee and approved securities for purp “ m , 0 acquire at anv 

Central Government has reserved to ttsel P )haJ] , he industrial 
time the shares held by shareholders [0 , hc pald up value 

Development Bank by paying an an, '” , "'.cn] a i ed at the rate of one 
of the shares together with a premium calc tod ^ d3teof lss ue to 
per cent of the paid up value for eveiy _> of j(js* o 

the date of acquisition subject to a maxim 

Tne main eligible sources of funds oMhe^CoipiOT^ and sale 

^^S^^r^nce tro m.DB,^ isK 

and rS—- S’S’S^ “ ^ 
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Source a of finance 


(Rupees in crores) 



Funds 

Rs 


Disbursements 

Rs 

}. 

Paid-up capital 

8 35 

J 

Rupee loans 

127 36 

2 

Reserves 

6 45 

2 

Foreign Currency 


3 

Borrowings from market 


loans 

16 31 


by issue of Bonds 

33 48 

3 

Underwritings 

13 52 

4 

Borrowings from the 


4 

Direct subscription 

1 82 


Central Govt 

52 6 1 




5 

Foreign Credits 

1441 




6 

Repayment of loans etc 43 71 





Total 

159 01 


Total 

159 01 


U will thus be seen that disbursements have been financed 
from the interna] resources (including share capital} to the extent 
of about 37 and from borrowing from the market to the extent of 
21 °n » the balance of about 42°,, coming from Government and 
foreign loans The General Reserve Fund stood at Rs 4 26 crores 
and Special Reserve Funds at Rs 2 19 crores on 30th June, 1966 

The types of financial assistance which the Corporation is 
authorized to render arc (i) long-term loans, both rupee and foreign 
currency , (11) underwriting or equity, preference and debenture 
issues , (111) subscribing to equity, preference and debenture capital , 
(iv) guaranteeing of deferred payments in respect of machinery 
imported from abroad or purchased in India . and (v) guaranteeing 
of loans raised in foreign currency from foreign financial institutions 
as also those raised in rupees from scheduled banks or state Co- 
operative Banks or floated in the public market The finances of the 
1 FC are available for the setting up of new industrial projects .as 
also for the renovation, modernization, expansion or diversification 
of existing ones 

Financial assistance is given for a maximum period of 25 yenrs 
and is secured by a pledge, mortgage or hypothecation of tangible 
assets The maximum amount of assistance the Corporation can 
grant to A single concern is Rs 2 crores The limit can be exceeded 
with the approval ofl D B 1 The lower limit is not laid down, 
but in practice it is Rs 10 lakhs 

The Corporation may impose such conditions as it may think 
necessary for protecting Us mreresrs, inctadmg (he appointment of a 
director on the Board of the concern granted accommodation, or to 
take over the management of the concern which makes any default 
in repayment and to appoint directors of such concerns It can 
proceed against its defaulting debtots and can also call for repayment 
before the due date 

The general superintendence and direction of the affairs and 
business of the Corporation is in the hands of a Board of Directors 
composed of 13 members as follows 
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(a) a chairman (wholetime) appointed bv the Central Gcnexn- 
ment after consulting the I DBI , 

(b) two Director* nominated bv the Central Government , 

(c) four Directors nominated bv the 1 D B 1 

(d) two Directors elected bv the shareholder scheduled hanks , 

(e) two Directors elected b\ the shareholder co-operative 
banks 

(f) two Directors elected to represent Insurance Concerns. 
Investment Trusts and other Financial Institutions 

The chairman of the Board holds office for 3 v ears, while the 
term of office of an elected director is A v ears that of a Dominate! 
director is at the pleasure of the authontv appointing bin. The Board 
is empowered to exrrcisc alJ powers ard to do all arts and things 
which ma\ be exercised or done b\ the Corporation. In dischargee 
its functions the Board acts on business principles due rega-n! being 
paid to the interests of industn commerce and the general p-bhe. 
The Board is guided b\ such instructions on questions of pohex as 
mat be given to it bv the I D B 1 If the Board fails to cam out the 
instructions on the question of pohej laid down bv the I D B I , the 
I D B I has the power to supersede the Board and sppomt a new 
Board in its place 

The Board is assisted b\ a Central Committee consisting of: 

(a) a Chairman 

(b) tw o Directors elected bv the nominated Directors, and 

(c) two Directors elected b> the elected Directors. 

The Chairman of the Board acts as the Chairman of the Central 
Committee 

Subiect to such general and special directions as the Board max 
from time to time give, the Central Committee is competent to c 
with anv matter within the competence of the Board. 
of everv meetms of the Committee are laid before the Board at 
next following meeting. 

The Corporation ma} appoint one or more Advisorv Committees 
for the purpose of assisting the Corporation in lie efficient pen * 
mance of its functions At present it has five such committees. 
Corporation mav appoint a General Manager and such other office's, 
emplov ees and advisors as it considers necessaix 

The Head Office or the Corporation is in 's’ew Delhi. It as 
al-o established its offices in Bombav, Calcutta, and Madras, l - 
power to establish other offices or agencies m other places m m 
with the previous sanction of the I B D I 

An application for Joan received bv the Corporation P^*^ 
through several staces Tie application mu si contain details a - 
the nature of the products manufactured, location of lie 
title to land and buildings, availabihtv of power and technical 
market prospects, costs of production, qualitv of machin-n, values** 
secuntj offered, purpose of the loan, and the espaatv to earn p - 
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and to repay the loan, etc The application is first scrutinized at the 
head office which also obtains an inspection report of the factory 
from its branch man igcr in whose jurisdiction the factory is Jocjted 
The head office also obtains from the applicant concerned such fur- 
ther particulars or clarification s as it may find necessary The 
concern may send ns own experts to discuss its claim with the Cor- 
poration's advisors The Corporation has five Advisory Committees, 
to deal with applications from textiles, sugar, engineering, chemicals 
and miscellaneous industries (electricals, paper, cement, glass, alu 
minium, non-ferrous mclais. etc ) The Corporation also seeks advice 
in ease of need of different Ministries of the Government of India, 
particularly Commerce and Industry I ood and Agriculture, and of 
the Council of Scientific and Induct ri.il Rcscjrcfi On the basis of 
the branch manager s inspection report and the djta supplied by the 
applicant, the head office prepares a memorandum which is placed 
before the Advisory Committee concerned The recommendations 
of the Advisory Committee arc pi iced before the Central Committee 
of the Hoard of Directors of the Corporation winch may sanction 
the loan or reject it or may ask for modifications in the scheme 
fvery application for Joan is examined on its own merits by the 
Centra] Committee 

The Corporation appraises industrnl projects for financial 
assistance as business risks, and satisfies itself about their technical, 
financial and economic soundness The Corporation judges each 
project in the light of the several considerations involved, eg, 
(i) the industrial priority of the project relative to the economy of 
the country, (n) the sources and availability of rjw materials whether 
imported or indigenous (in) the technic d financial and economic 
viability of the project, (iv) the marketing prospects of the products 
to be manufactured, (v) the profit earning capicity of the project, 
(vi) the experience and probity of the promoters and their financial 
contribution, (*u) the q uaiity of management, and (vm) the adequacy 
and competence of the technical jnd administrative stalT during the 
construction and operation of the project With regard to the 
industrial priority of the project |itcm (0), the Corporation must 
satisfy itself before granting financial assistance that the purpose 
for winch it is proposed to he tilth red is one which has the approval 
of the Central Govt . particularly with reference to the I ivc Year 
(Mans f or this purpose, any industrial concern for which a licence 
has been issued under the Industries (Development and Regulation) 
Act, 1951, is deemed to be established for a purpose which has the 
approval of the Central Government 

TJie Corporation must also satisfy itself thst fix) the capita) 
structure of the loanee comp my is sound and that the fixed interest 
bearing shires or debentures arc not disproportionately large and 
tbit the company has not invested a substantial part of its surplus 
funds m other industrnl concerns 

The disbursement of a loan is mide usuilly in instalments over 
the construction period of the project for the purposes agreed upon 
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at the time of sanctioning the loan Loans are given for productive 
purposes only, e g , purchase of new machinery, construction of 
factory buildings and purchase of land for factory site The 
Corporation's finance is not ordinarily available for working capital 
While a project is under construction, the assisted concern is required 
to submit periodical reports and the technical and financial officers 
of the Corporation visit the project from time to time to verify the 
physical and financial progress Throughout the currency of the 
loan, the Corporation keeps close touch with the project through 
regular progress reports, audited balance sheets, periodical spot 
inspections by its officers and also by appointment of nominee 
directors, where necessary, on the boards of the assisted concerns 
The Corporation does not seek or take active part in the manage 
ment of the enterprises which it finances 

The Corporation was started at a time when Indian industries 
were in need of large long-term capital to establish new undertakings 

and to replace worn-out plants and when conditions in the capital 

market were deteriorating and it was becoming increasingly difficult 
even for good concerns to raise capital from the market * Though 
the progress of the Corporation during the initial period of five years 
was slow and halting,* the financial assistance rendered by the Cor- 
poration has enabled many industrial units not only to survive but 
also to expand and achieve a more economic size It has also helped 
new units during the period of confinement During the first decade 
of its existence, it advanced loans to about 200 concerns, and today 
the Corporation has become the most important industrial mortgage 
lending institution not only in India but in the whole of Asia 


Financial assistance sanctioned { 1949 - 66 ) 


(Rupees in crores) 


Period or 
year ended 
30th June 

i Nei assistance sanctioned 1 

Amount disbursed 

t*, ! **'- 

3 pa) meats | 

l 

Total \ 

Loans j Total 

1949 51 

1st Plan 
2nd Plan 
3rd Plan 

s i3 — i — , 

27 02 — 1 — ! 

50 38 14 54 3 56 j 

132 63 37 45 19*04 1 

IS i3, 
27 02, 
68 48. 
189 121 

519,-1 5 79 

10 94 — 10 94 

40 62' 11 32 , 5194 
86 321 46 54 1 132 86 

Total 

218 16 51 99 i 22 60 | 

KITE 

143 67, 57 86 1 201 53 


During the 18 y ears (1949-66) the Corporation sanctioned finan 
cial assistance amounting to Rs 293 crores to 430 industrial uni 


According to a study by the Reserve Bank actual capital issues (including 
shares and debentures) were J94S Rs 21 9 crores, 1949 Rs 16 3 crores, tv 
Rs )4 6 crores 1951 Rs 9 3 crores and 1952 Rs 4*7 crores The sharp decsin 

The amount of Joans sanctioned per year averaged Rs 2 4 crores during 
five years (1949-53) and increased to an average ofRs 7 7 crores in the 
five years and to an average of Rs 15 5 crores in the next five years {195? > , 
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comprising 642 loans and 21 1 underwriting operations The total 
amount actually disbursed during the same period was Rs 201 53 
crores The Corporation s financial assistance has been on an increas- 
ing scale from year to year The annual average of financial assistance 
prior to the First Five Year Plan was Rs 2 71 crores, during the First 
Plan period Rs 5 40 crores, during the Second Plan Rs 1 3 69 crores 
and during the Third Plan Rs 37 82 crores These figures show a 
very good jump during each five year plan 

While the figures of total assistance rendered by the Corpora- 
tion are impressive enough, they do not tell the whole tale Even 
moTc noteworthy is the total cost of the projects which have come to 
fruition because of the l F C assistance estimated at Rs 975 crores, 
l e , roughly 30 ’ 0 of the total net investment in the organized indus- 
tries m the private sector since independence 

Out of Rs 292 75 crores sanctioned till June 1966, Rs 196 30 
crores (67 0%) was for setting up of new units, Rs 80 90 crores 
(27 6%) for expansion, Rs 6 95 crores (2 4° 0 ) for diversification of 
production, Rs 6 37 crores (2 2%) for modernization and rehabilita- 
tion, and Rs 2 23 crores (0 8%) for working capital The relative 
importance of the financial assistance from the Corporation in 
relation to the total finance required by the borrowing concerns for 
setting up new units and expansion, rehabilitation modernization, 
etc , of existing ones may be gauged from the following figures 


(Rupees in crores) 




Total cost 

Financial 


Nature of the Scheme 

of t he 

assistance °/ c 

, to total 



scheme 

approicd 

cost 

1 

Setting up of new units 

611 91 

196 30 67 0 

32 ~~ 

2 

Expansion of existing units 

337 84 

80 90 27 6 

24 

3 

Modernization and 





rehabilitation 

11 08 

6 37 2 2 

58 

4 

Diversification of Production 14 33 

6 95 2 4 

49 


Total 

975 16 

290 52 99 2 

30 

5 

Loans for working capital 

— 

2 23 0 8 

— 




292 75 100 



Since December 1957, when the Corporation was authorized 
to guarantee deferred payments m respect of capital goods imported 
from abroad ibe Corporation approved 53 applications valued at 
Rs 51 crores nil 30th June 1966 The value of guarantees actually 
issued by the Corporation amounted to Rs 28 66 crores 

The Corporation has since December 1956 underwritten stocks, 
shires, bonds or debentures of industrial concerns to the extent of 
Rs 20 78 crores up to June 1966 The proposals related to a wide 
range of industries, viz, cement, glass and glass products, pottery. 
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Co-operative societies have received special attention of the 
Corporation, but only the sugar, cotton textile and vegetable oil 
industries have taken advantage of this favour 

Since the Pakistani attack in August 1965, the Corporation has 
decided to give special consideration to loan applications from 
defence oriented industries and also from under developed dreas 

Thus, the Corporation has nade itself more and more useful to 
the industry as it has gained strength and acquired experience 
during these years It has enabled a number of new enterprises to 
establish themselves firmly and pay attractive dividends It has 
also Imanccd expansion modernization and renovation of existing 
units 

Since the formation of the Industrial Development Bank in 
April 1964, the Corporation functions as the subsidiary of the 
Industrial Bank and in course of time may be fully merged with it 

State Finance Corporations (SFCs) 

Among the important measures taken by the Government to 
develop an adequate institutional framework for the provision of 
long-term finance to Indian industry in the private sector as part 
of promotion of rapid economic growth is the establishment of State 
Finance Corporations Such Corporations are functioning nearly 
m all the states at the present time 

At the time of the enactment of the Industrial Finance Corpo- 
ration Act in 1948, it was recognized that the All-India Corporation 
would not be able to cater to the needs of all type of industries and 
that its splicrc of activities would have to be necessarily restricted to 
large scale industries Financial assistance to be granted by it was, 
therefore, deliberately Jrnrncd to public limited companies or co- 
operative societies the small scale and medium sized industries were 
excluded from its purview Moreover the small and medium sized 
industries being scattered over the whole country, it was not possible 
for a central organization to render appropriate aid to all of them 
The IFC also could not give any loan of less than Rs lOhkhs 
It was, therefore made clear that it would be necessary to set up 
State Finance Corporations for financing small and medium sc ile 
industries to supplement the work of the IFC of India Further, 
it was considered desirable that, in the case of the proposed S F Cs , 
industrial concerns eligible for assistance should include private 
limited companies, and other private enterprises, besides public 
limited companies and co-opcrativc societies Accordingly the Stitc 
Fmincc Corporations Act wis passed by Parliament on September 
28.. 1951. as an enabling meisure, under which SFCs could be 
established Provision was also made to bring within the scope of 
the Act any institution already m existence and concerned with the 
iinancjng of industries This was done at the instance of the Madras 
Government, which desired to bring within the scope of this Act 
the Madras Industrial Investment Corporation Limited, which had 
been incorporated under the Indian Companies Act in March, 1949 
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The provisions of the State Finance Corporations Act are, 
broadJ' , similar to those of the I F C Act Like the I F C , thev are 
alsopublich owned bj the State Governments The tv pes of assistance 
which the S F Cs are authorized to render are the same as those 
extended b> the I F C Such assistance, however, is restricted to a 
maximum period of 20 \ ears Loans to a single concern ma v be 
made with a maximum of Rs 10 lakhs, the minimum limit in 
practice being Rs 10 000 1 

The first corporation set up under the Act was the Punjab 
Finance Corporation which was established in Feb 1953 There were 
six corporations at the end of 1953-54 ten Corporations at the end of 
1954-55 and as manv as thirteen corporations functioning b\ the end 
of 1955-56 the accelerated tempo of economic activjtv towards the 
end of the First Five Year Plan speeding up their formation in the 
later >ears Consequent upon the changes resulting from the 
reorganization of states the number declined bv twothrouehamalga- 
mation b> the end of 1956 \\ ith the formation of corporations in 

Mvsore and Jammu-kashmir in 1959, and the separation of Gujarat 
as a separate state with a separate corporation formed m i960, the 
number of corporations now has gone up to 15, each major state 
having one corporation The Union Territories of Delhi and Himachal 
Pradesh are sen ed b> the Punjab S F C., those of Tnpura ana 
Manipur b> Assam S F C and of Go3, Daman and Dm b» tne 
Maharashtra S F C Proposals are also under consideration to extend 
the jurisdiction of V* est Bengal and Gujarat S F Cs. to scn ^ 
of industries in the Union Territories of Andaman ana Nicobar 
Islands and Dadra and Nagar Haveli respectivelv The aggrepte 
authorized capita! of these corporations is Rs 34 50 crores, of which 
Rs 16 35 crores is paid up as shown in the adjoining table 

The Stale Finance Corporations Act enables each Slate 
Government to fix the authorized capital of its corporation, subject 
to a minimum of Rs 50 lakhs and a maximum of Rs 5 crores. 1£!C 
actual authorized capital of the existing corporations ranges bet»«m 
Rs 2 crores and Rs 4 crores, as mam as ten out of the Eileen 
having an authorized capual of Rs 2 crores each. Two corporations 
(Andhra Pradesh and Maharashtra) have an authorized capital oi 
Rs 4 crores each, two (Uttar Pradesh and Madras) of Rs. 3 crores 
and one (Jammu and Kashmir) of Rs. 50 laLhs onlv As regards 
paid-up capital the Madras Corporation has the largest amount z 
Rs 2 35 crores, while at the other end stands Jammu and Kashmir 
Corporation with Rs 50 lakhs. The rest of the corporations have a 
paid up capital of Rs 1 crore each, except the Andhra Praoesn 
Corporation with Rs 1 50 crores 

While onlj the Industrial Development Bank and financia 
institutions can participate m the share capital of the industrial 
Finance Corporation of India, the general public can also subseno 
to the share capital of the S F Corporations, though subject Jo a 

r Lending powers bav e been raised from Its 10 laths to Rs. 20 kibs in th' case 
of public limned companies and co-operam e societies since 
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PW total The share of the State Governments 

maximum of 25 <, of the total 1W • ™ £ne Bankrrom 2 1 to 13 „ 

S r» ,“ financial institutions from 50 to I7-. TJe*-» 
butionbv the general public in no case exceeds 10 „ or the total, 
although, the maximum statutors limit is -5 

The share capital of each corporation ,s guaranteed bs the 

SsSSifS 

profits after repa\ment of dividend at thjs rate accrues 
G °' C B«ides the share capital the re^urc« «rpo«tjons 

^ss^sr^^vsiSfTS'B? j- “assess as 

public With the growth ,n the volume h'ave issued 

consequent strctchimt of their resources t T> Iota] amount 

bonds and debentures to augment their resources outstanding 

of bonds and debentures issued bv »!' 0 nl S the Kerala, 
at the end of March 1966 was Ri 3 X*? G^a r at and Rajasthan 
Maharashtra, Assam, Andhra Pradnh. V“ja lnvtstEen , Corpo- 
I-inance Corporations and the M . adra \’” dU o f , h Vcorporations hate 
ration hase accepted deposits so far Most h p renc Bank 
also asailed of the facilits of the borrowing from tne 
of India against got eminent securities . a Bo ,rd 

The management of each corporation is . appoints the 

of ten directors The State Government co th _ Resene Banl. 

managing director general!' in consultation R ® e n e Bank and the 
and nominates three other directors scheduled banks, 

1 F C of India nominate one director each banks and other 

insurance companies, investment trusts co P ^ hom Icp rcseuts 
financial institutions elect three directors, bank5 m d the third 
the scheduled banks, another the co-op The other share 

represents the rematninn financial from among them 

holders are represented bv ° nc , d "^*° ... thus nominated b) the 
selves The majontv of the Board is guided 

Government and quasi government institution $ Bte Covt nioeiil 
bv instructions on nuttters ofpolicv gi' lent tn „„ business 

in consultation with the Reserve :Bac ‘^^^.uecof four directors 
principles and is assisted b ' b o actsas the Chairman of lie 

including the Managing £ S c “„e or more Advtspn 

Committee The corporations maj also “ effiacnllv and lo 

Committees ,n order to dtscha rce X b. r fu: 

meet the requirements of particular areas rerder. 

The tjpes of assistance which the corpora 

d "' 3 -” < ’ “ “* 3% “ ' h ' 0l ‘ bC ^ 

aad Madras Coiporzlions 
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are similar to those of 1 F C of India Thus, the State Finance 
Corporations may (a) grant loans or advances to, or subscribe to 
shares and debentures ot industrial concerns repayable within a 
period of 20 years,(b) guarantee loans raised in the market by 
industrial concerns and repayable within 20 years , underwrite the 
issue of stocks, shares, bonds or debentures by industrial concerns, 
subject to the condition that any part ol the issue taken up in 
pursuance of the underwriting agreement is disposed of within seven 
years The corporations are prohibited from subscribing directly 
to the shares or stocks of any company, because their object is to 
assist industrial concerns in obtaining capital and to act as holding 
companies or investment trusts 

The financial assistance rendered by the corporations so far 
has been through the grant of loans and advances and the investment 
in shares and debentures Their subscription to debentures has been 
insignificant Only six corporations have subscribed to shares of 
industrial concerns and only three to the debentures of industrial 
concerns One of the corporations has underwritten shares and 
another has guaranteed deferred payments but undertaking of such 
types of business is engaging the attention of others 

There has been an increase in loans and advances sinctioncd 
from less than Rs l crore by two corporations in 1953-54 to 
Rs 5 crores by 12 corporations in 1958-59 and Rs 9 16croresby 
15 corporations by 1960-61 The loans sanctioned during the years 
1961-62 and 1962-63 were Rs 12 91 and Rs 18 33 crores During 
the 10 years period, 1953-54 to 1962-63 as a whole, the amount of 
loans sanctioned aggregated Rs 67 38 crores, of which Rs 41 57 
crores, or over 60% were disbursed Lojns sanctioned, disbursed 
and outstanding at the end of the vear 1965-66 were Rs 23 25 crores, 
Rs 16 07 crores and Rs 59 94 crores, respectively 

The recipients of financial assistance cover a wide range of 
industries Absence of a uniform industrial classification in the 
dita makes it difficult to give a detailed industrywise break-down 
of the aggregate loans and jdvances of all corporations taken 
together It is however, clear that of the total loans sanctioned by 
all the corporations, textile and engineering industries received the 
largest share followed by sugar, tea. chemicals, basic metal industries 
and paper In the case of the Maharashtra and the Punjab corpora- 
tions a good p irt of the loans sanctioned was for engineering and 
textile industries , m Maharashtra each of these industries accounted 
for about a quarter or the total loans sanctioned, while, in the 
Punjab, textile manufacturing and processing and engineering con- 
cerns accounted for 29% and 13%, respectively, of total loan assist- 
ance Textiles were also responsible for nearly 70% and 56", , 
respectively, of the total loans sanctioned in Madhya Pradesh and 
Madras In Bihar, cold storage and engineering industries were 
prominent receiving 35% and 23%, respectively, of the total loans 
Tea, rubber and textile concerns accounted for 57% of the total loans 
in jkerala, oil mills and textiles for 48% of the total in Andhra 
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Pradesh and engineering, cotton textiles and jute for 46% in West 
Bengal In Assam. 57% of the total loans stent to electric suppl) 
and tea industries in U P 42% to sugar and ice and cold storage 
and in Rajasthan 72% to textiles, sugar and mining industries 

Loans gnen b 5 the corporations are sufficient]! secured being 
granted on the first mortgage or the fixed assets in the form _of _Und, 
buildings and plant and equipment The amount of the loan . is 
usualh'about 50% of the net value of the assets offered as secuntv, 
thus presiding a margin of 50' The corporations are also em- 
powered to grant guaranteed loans Financial assistance has 
rendered primmlv for block capital and onl> in i exceptional rases 
for working capual The period of loans granted generalists for 
in in P iears Loans are granted bi the corporations on the 
merits of individual concerns after due scnilins ° r,h ' a »a*eb 
the aid of technical advice The corporations also keep a watch 
over the progress of the concerns assisted through regular msprc 
tions b> their officials in addition to obtaining per 
from them , . . 

in view of .he significantly lower rates .of ^"^,'ha^ 
State Governments m respect o f anll order to avoid 

under the concessional scheme of operations of 

possible adverse repercussions this might have on p ammia s 
the corporations, the State 1 .nance Corporal f n , as aOT ,s for 
,n October 1956, empowering 'h' Finance Cor- 
the Central or State Governments or the Ind Tna^ EranlclJ or 
porations of India in respect of I°^ ns “ ananeements are 

debentures subscribed to b; them S "th has" been made 

in operation now in 12 stales Bes,d t!%on of the vvorkma of the 
in the amended Act, inter aha, (i) for inspret'O" “ “ ' (he cepom- 
corporations b> the Reserve Bank, (u) aJ)( j 1^55 accounts to 

lions of their vearlv balance sheets 3 " d P r , D . fi ' 5 ^“ Bank, and 
their respective State Governments and . tr)es against the 

( 111 ) granting of financial accommodation I ~ 5 tate 

guarantee of a State Government a scheduled raIlcm! 

co-operative bank. As a result of the amendments 
have been placed on a firmer footing and th ' oftbt , corpora- 

has been widened Further, the > P f their rc prcsentati%es 

tions are solved bv holding annua! confer d|!< -u SS ions and mutual 
bv the Reserve Bank of India to facilitate disenM d ltd a , 
exchange of ideas A summarv of some o thc propose F 

the Seventh Conference held in December I960 is giv 

(„ The corporations were urged .0 gran, loans Jen,., with 
the State Bank of India or I C I C or , fin 3 nc e, „ was 

(2) fn regard to routing of Gort^c ^ shouId bc routed 

Sthffie^oranonrand 
other states sho Jld be expedited 
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(3) Some of the important suggestions approved for expand- 
ing or facilitating the operations of the corporations by amending 
the S F C Act were as follows 

(a) Provisions for enabling the corporations to borrow funds 
from the Refinance Corporation (now merged with I D B I ) 
and such other financial institutions as may be notified by 
the Central Government 

(b) Provision for enabling the corporations to retain shares 
etc , taken up by them in fulfilment of underwriting 
liabilities beyond a period of 7 years with the approval 
of the State Government 

(c) Provision for enabling the corporations to act as agents 
of any financial institution approved by the State 
Government 

(4) The conference adopted the following proposals for the 
liberalization of the terms and conditions governing loans sanctioned 

(i) Personal guarantees— The corporations might not insist 
upon personal guarantees in the case of loans granted to 
well-established concerns with good management and past 
performance 

(if) Period of repayment of loans — In the case of small-scale 
and newly established industries, the schedule of repay- 
ments might be modified in such manner that the burden 
of repayment, especially in the initial stages, was not too 
heavy 

(in) Margin — The suggestion of the small-scale industries 
board to sanction loans up to 75° 0 of the value of security 
offered was reviewed and it was decided to modify the 
rigid margin requirements and relax them in suitable cases 
to the extent considered appropriate by the corporations 

The most vital decision taken at the eighth conference of the 
corporations held in December 1961 was the clarifications offered by 
the Reserve Bank that there was no ban on the participation by the 
S F Corporations in the equity capital of the companies The 
Corporations can now divert their resources to this channel and hope 
to earn substantially more, provided the underwriting or share parti- 
cipation is done after careful assessment of the projects 

Though the growth of the activities of the corporations has 
been slow and halting because of the irksome adherence to their red 
tape, yet they are rendering a valuable service to small and medium- 
scale industries The ratio of loans to total assets stands at a high 
* figure of 75" , Three of the Corporations have been able to meet 
its entire dividend liability from its own profits Maharashtra 
Corporation sanctioned a loan to a textile mill which had remained 
closed for 6 months due to financial difficulties 

A depressing feature of the working of many of these corpora- 
tions has been their inability to meet their commitments of guaran- 
teed dividends As many as 12 corporations needed subvention 



188 Elements of Corporation Finance 


from their states for honouring this obli cation The corporations 
ha\e been criticized for their persisting incapacitx to expedite pro 
cedure for screening of loan applications and lack of innovation in 
expanding their business Reasonable complaints are mounting up 
in recard to th- time consuming formalities of screening of loan 
applications The corporations should strengthen the technical staff 
at their disposal in order to ensure expeditious ard efficient hand 
ling of the applications The procedure for granting loans also 
needs to be clarified to the applicants so that the intcnal between 
the receipt of an application and the actual date of sanction max be 
reduced to the minimum Some of the entrepreneurs have been 
scared axxax from these corporations because their reliance on them 
tended to prolong the completion of their projects and mdireclh 
enhanced the initial cost Some of the corporations notablx those 
of Andhra Pradesh Madhxa Pradesh and Mxsore haxe idle resources 
with them and the\ will haxe to take appropriate steps to use 
their loanable funds more imenxnelx exen by going out of their wax 
to meet the financial needs of industries On the contrarx the total 
assets of all the 15 corporations are hardlx 60% of those of the 
Industrial Finance Corporation of India which is a sharp reminder 
that the corporations at the state lex el haxe to accelerate the rate 
of their operations if thex are to meet the challenge of expansion m 
the economx 

The elementary problem of lack of resources prohibitive 
statutory proxisions and unheahhx practices still persist ana the 
scale of operations continues to be too small to allow scope for a 
reduction in expenses ratio and increase in products itx The cor 
porations xxith their meatre resources and reserves cannot under 
take the larger risks and greater responsibilities of underwriting and 
guarantee business in substantial proportions The \' orkinc Group 
on the S F Cs in its report, submitted m 1964 suggested sexeral 
changes in their current practices and existine le^al proxisions as 
xxell as in the attitude of the corporations The Group also suggested 
that the State Goxernments might guarantee the deposits of S F Cs 
in the same way as they guarantee their bonds 

There is an imperatixe need for ihe corporations to function 
in a businesslike manner by utilizing the funds gainfullx and ov 
axoiding wastage of resources It xxould also be worthwhile examin 
ing whether there is need for one corporation for each state ana 
xxhether it would be more adxantaceous to merge them into fewer 
corporations on a regional basis 

National Industrial Development Corporation (N I D C ) 4 

The National Industrial Dexelopment Corporation was spor 
<ored by the Goxernment of India in October 1954 It was regis- 
tered as a pnxate company under the Indian Companies Act with 
an authorized capita) of Rs 1 crore and subscribed capital of R* lb 
lakhs The finances of the Corporation are proxided bx the Govern 
ment in the form of grants and Joans A sum of Rs 55 crores was 
allotted to it for its activities during the Second Fixe \ear Pian 
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period During the period of the Third Plan grants were madeagainst 
specific projects (Rs 3 crores for Drugs project) The Corporation 
is also empowered to increase its financial resources by issuing shares 
or debentures and by receiving grants, loans, advances or deposits 
from the Central or State Governments, banks, companies or 
individuals 

The Corporation is an important instrument for securing the 
harmonious development of industries in both the public and private 
sectors The primary object of the corporation is to enable the 
Government to promote the development of new basic and heavy 
industries particularly those which are necessary to fill up the gaps 
in the industrial structure It undertakes financing of industries 
only in so far as it is incidental to such development It gives 
priority to the establishment of the manufacture of capital goods, 
machinery and equipments for other industries It takes up the 
study and investigation of industrial schemes, and, in implementing 
them, tries to secure, where possible, the maximum use of industrial 
equipment, experience and skill available in the private sector In 
other cases, it may itself set up industries, which might in their turn 
lead to the growth of ancillary industries in private sector 

The primary function of the Corporation is to promote , estab- 
lish and operate schemes likely to advance the industrial develop- 
ment of the country For this purpose, it can render assistance to 
any type of industrial undertaking , whether it is owned or managed 
by the Government, statutory body company, firm or individual 
The assistance can be provided in the shape of capital, credit, 
machinery, equipment or any other type of facility The Corpora- 
tion can provide finance to industrial undertakings in different forms 
Thus it can grant loans and advances to industries It can subscribe 
to, underwrite or deal in the shares and debentures of companies 
ll can also guarantee loans and advances to industries, as well as 
issues of shares and debentures made by companies Its own capita) 
can be invested directly in companies formed for running an indus- 
trial undertaking approved by it Certain powers have been granted 
to the Corporation in order to enable it to exercise control over 
industrial undertakings with which it is connected Thus, it can 
manage control or supervise a concern by nominating directors or 
advisors or otherwise collaborating with it It can enter into part- 
nership or any other arrangement for joint working with a concern 
It can also promote, establish or assist any concern formed with a 
view to setting up or running an industrial undertaking 

The Corporation can have a minimum of 15 directors and a 
maximum of 25 directors The Board of Directors at present is 
composed of 15 members including the Chairman {who is the 
Minister incharge of the Ministry of Industry) the Vice-Chairman 
and the Managing Director The Board includes both officials 
and non-officials and is nominated by the Central Government 
B> the inclusion of industrialists, scientists, and other experts on 
the Board of Directors, the Corporation is able to integrate the 



190 Element of Corporation Finer ee 


development of public enterprises established by it with development 
elsewhere and thus help in securing a synthesis of public and pnvale 
sectors 

Industrial projects Since its inception the Corporation has 
examined a number of industrial projects which h3d been selected, 
with the approval of the Central Government, for technical and eco- 
nomic studv The projects were chosen pnmanlv with a view to 
develop new lines of production in fields where the cou T 'tn was 
exclusively or mamlv dependent upon imports. 

W here the execution of a project is to be undertaken bv the 
N1DC the method adopted depends upon the circumstances of 
each case Although lritullv the capital mav be wholly from 
Government sources it is not necessary that this should be the case 
in all instances or for all tiroes The project might be executed by 
the Corporation itself or bv a subsidiary ccnrpsn v The project 
could also be executed m collaboration with private enterprise 
The nature and extent of foreign financial or technical collabo- 
ration and participation if an\ is also decided according to the 
circumstances 

The Corporation has concentrated its efforts on project* relat- 
ing to the manufacture of industrial machinery m the field of heavy 
engineering including the establishment of Foundry and Forge 
capacity for such manufacture of and production of some 
industrial raw materials like raw film, aluminium, synthetic rubber, 
basic organic chemicals and intermediates, sulphur, phosphorus, elm 
Preliminary studies and investigations have been completed in reg™ 
to a number of these projects and their implementation has wen 
entrusted to the Government Corporations. The Heavy Machine 
Budding Plant and the Coal Mining Machinery Plant and the 
Heavy Foundry Forge Projects have been entrusted to the Heavy 
Engineering Corporation set up at RaDchi for this purpose. Pro- 
jects relating to the manufacture of sulphur from pyrites, raw turn 
for the cinema industry and rhe organic chemicals and intermediates 
have been entrusted to separate corporations Some of the schemes 
for the manufacture of industrial raw materials, viz., synthetic 
rubber, carbon black, tungsten carbide, rayon grade pulp etc., tor 
which necessary pre limin ary Judies were earned out by the Corpo- 
ration, have been assigned to the private sector to follow up an 
establish production units 

The chief agency through which the Corporation works is the 

Technological Consultancy Bureau set up in i960 The Bureau asm 
present engaged in the development of the following projects : 

J Alumina Project, Korba (M P.) 

2. Ball and Roller Bearing Project. 

3 Pumps and Compressors ProjecL 

4 Bio Gas Project- 

5 Pulp Paper-New spnnt Plants m Public Sector. 

6 Instrumentation Ltd., Kota and PalgbaL 
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7 Machine Tool Projects (Ajmer and Bhavnagar) 

8 Central Workshop for Kolar Gold Mines 

9 Demand Survey for Automobile Ancillancs 

10 Manufacture of Seamless Pipes, Cranes, Hoists and Struc 
titrals 

1 1 Development of Industries in Tripura 

12 Alkaloids Project Madhya Pradesh 

13 New Industries in Andhra Pradesh and Uttar Pradesh 

14 Design of Township for Messrs Hindustan Organic 
Chemicals Ltd and fertilizer Corporation of India, 
Gorakhpur 

1 5 Locational studies for location of Future Aluminium Plants 

16 Marine Diesel fngmc Project 

17 Pig Iron Plant M P 

18 Andhra Pradesh Industrial Development Corporation 

19 Demand Surveys for textile machinery 

20 Indian Drugs and Pharmaceuticals Ltd 

The Pyrites and Chemicals Development Company Ltd , which 
was set up as a subsidiary of the Corporation plans to mine 300 000 
tonnes of pyrites ore per year from the Amjhorc deposits The 
company also proposes to set up two pyrites based sulphuric acid 
units adjacent to large si 2 c nitrogenous fertilizer fictorics at Sindri 
and Durgapur The Company, however, has now been made 
independent of the Corporation directly under the control of the 
Government of India 

Loans for rehabilitation of industries The Government 
uses the Corporation as an agency for the grant of loins to any 
industry which they may desire to assist Originally the scheme 
covered loans for the modernization and rehabilitation of the juie 
Industry And the cotton textile industry, but now Government have 
decided to utilize the Corporation as an agency for advancing loans 
to the units manufacturing machine tools also 

The Corporation invites applications from the units who 
require such assistance The Corporation has set three Advisory 
Committees in Calcutta, Bombay and New Delhi for the scrutiny of 
applications from jute mills cotton textile mills and machine fool 
units respectively These Committees include representatives of 
the industry concerned and of the Central Government, besides those 
of the Corporation 

The Corporation Ins published in a memorandum the terms 
and cand, -lions an Hbichrlgiwirls Loans la jnie and cm inn lerl.'le 
mills The loans arc granted for a term not exceeding IS years for 
purchase of machinery required for modernization and rehabilita- 
tion on the mortgage of fixed assets The mill company is also 
required to execute a sub-mortgage in fnour of Government of 
India The loans advanced are repud in 15 equal annual mstal* 
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ments, the first instalment being payable within 18 months from the 
date the loan was drawn The rate of interest charged is 71 ,, 
but the Corporation may accept interest at 5 ,, if instalments or 
principal and interest are paid on due dates Unless and until 
provision has been made for the payment of instalments due the 
company is forbidden from declaring any dividends or _ any 

allocation to reserves out of profits of any year The Corpora 
Hon has the right to nominate one of the directors on the Boar 
of Directors of the company who is not liable to b y r “ tat lon 

The Corporation has also the right to inspect the company s 
factory and boohs or account and to carry out a technical un«jg> 
non of its affairs The company is required to submit to the Co 
potation such returns and reports as may be railed for or to ame 
Its Articles of Association v ,th miewlo conform to the i terms and 
conditions of the loan The loans sanctioned by the Coiporatioi to 
jute cotton and machine tools units amounted to Rs 28 2 crore 
end of 1965-66, or which Rs 17 1 crores was actua ly drawn 
by the industries The Government discon mued the scheme ^ 
grant of loans through the Corporation to Colton « £ d c V ork 
mills for modernization and rehabilitation ,n J 9 " 3 textile mills has 
of considering loan applications from jute “ t,0 £ 1 “constituted 
no* been entrusted to the Industrial Development Bank ^ admed 
early in 1964 Accordingly the Ministry of ^ ^cotton Mills 
the Indian Jute Mills Association and the Ind' an ^ recardm g 
Federation to contact the Industrial Deselopment B 
the procedure for grant of loans nrosision 

The Corporation’s short term (rental) sch f™ c ,^ us ^ e f on hire 
of indigenous machinery to jute and cotton te ^' f ^ tanC e aserega- 
purchase system has also made good progress and a 
ting Rs 3 8 lakhs was sanctioned b\ March 19bt> nro blems 

The Corporation set up Working ^^^^^ndVstriS during 
of modernization of cotton textile, woollen and s the problems 

1959 The reports of the groups threw enough g ^ mdus- 

and suggested ways and means for the modemizat 
tries during the Third Fi\e Year Plan 

Industrial Development Bank of India (I.D B I.) ftas 

The Industrial Dexelopment Bank of ? p mcnt Bank 

established in July 1964 in terms or the Industrial Dev' cpm 
of India Act, which was passed by Parl,am™t _m. „f 
Bank was set up as part of a reorganized and ^ (hc meit 0 f 

industrial financing institutions in ,h ' p Jine , n to existence 
rapid industrialization The main object » « ^ f olhcr financial 
an apex institution to coordinate the activi K ^ ,„dustrv as 

institutions, including banks, providing term-f umls to 

well as to provide direct financial “sistanc 1 mcd , u m and 
budge the gap between the supply ° f ~T r ovided bv the specia- 
long term finance Although Ibe p [ tbc country 

lized industrial financing institutions set ■ »P j" kc]l co „inbution 
Independence has shown a stead\ increase. 
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m providing term-finance to industry was considered to be inadequate 
in relation to the substantial investment outlays envisaged in the 
Third and succeeding Five Year Plans, both in magnitude and 
range of financing In view of the dimensions of the problem that 
rapid industrialization poses, an apex institution with substantial 
financial resources and considerable operational flexibility was 
considered necessary 

The role of the Bank has been conceived not merely as one of 
enlarging the usefulness of the existing financial institutions by 
supplementing their resources and widening the scope of their assist- 
ance for financing of industrial development and expansion The 
Bank would atso be a central agency, which ultimately will be 
concerned, directly or indirectly, with all problems relating to the 
medium and long-term financing of industry, ensuring not only the 
flow of funds to enterprises and projects which arc in accord with the 
Plan priorities but also, if necessary, adopting and enforcing a system 
of priorities for promoting future industrial growth The Bank is 
also designed to function as a developmental agency, with special 
responsibility to fill the gaps in the industrial structure and to 
develop certain vital and strategic sectors like fertilizers, alloy and 
special steels and petro-chemicals The Bank has thus emerged as a 
pivotal financial institution which has been assigned an important 
role in the tasks of planned development in industry 

The Bank is a wholly-owned subsidiary of the Reserve Bank of 
India and the direction and management of its affairs arc vested in a 
Board of Directors which is the same as the Central Board of Direc- 
tors of the Reserve B ink The Board has constituted an Executive 
Committee to discharge some of its functions Several considerations 
have weighed with the Government in making the Bank a wholly- 
owned subsidiary of the Reserve Bank The I D B 1 is, in a sense, a 
lender of the last resort for all periods other than the short-term and 
its role is in some respects akin to that of the Reserve Bank 
Secondly, with the passage of time, the operations of the 1 D B I arc 
likely to assume considerable dimensions and would need to be 
generally regulated within the framework of proper monetary 
management, a task which falls within the special sphere of responsi- 
bility of the Reserve Bink Thirdly, for some years now, the Reserve 
Bank lias steadily expanded its role in the field of industrial finance 
It was, therefore, advantageous to have an institution legally separate 
from the Reserve Bank but closely associated with it to look after the 
corpus of activities relating to industrial finance 

The authorized capital of the Bank is Rs 50 crorcs, which may, 
if necessary, be increased to Rs 100 crorcs Its issued capital to 
begin with is Rs 10 crorcs subscribed wholly by the Reserve flank of 
India The sb ire capital of the I T C held by the Government of 
India and the Reserve Bank has been transferred to the ] D B I , and 
to acquire controlling interests in the I F C , it has purchased more of 
shares The finances of the Bank have been supplemented by an 
interest free loan of Rs 10 crorcs from the Central Government 
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St' of lorn Tlt«f SSSTftSa the Reverse Bank for 

The banh is al«^» enUtlro iru'-tcc securities and up t° 5 

crcuce^and fisc a^u^rontnbutmns^f Rs- 

of the Re'-erv e Bank commencing *" f - ral , r fu-d for agnnJ- 

°96< This is OTthtohssoustndoBcrs^Mu: ^ <■„£. 
tural credit created cn the d.sposal a fond, called the 

Stines Committee The m-ade b> the Central 

Development Fund, built up from . g,^ io provide zs*&- 

GmeSnem from time to h ean insestm^t 
lance for projects which, t&rvammra^ ^ cap »* tot 

involved or low anticipated rate of re ^mioas W 

able to raise finance from hanks c f ,-p: nacre fasn-.n-f 

sshich mas nesertheless be con mured ;]] pdmarils corn- 

special assistance. The resources of lie Prod «“ F „ } c f loans. 

pnse contributions from the Central Got mm ^ «lh the 

Sts grants. donations etc. The Bank can taUW frra) ^ foreign 
Central Gosernmenfs approstjl. foreign deposits cr borro* 
b ^ CI c"m”^e BTnkfhus has amp’, resources fro. 
tb^vefs' commencement of.« operations _ iKr 

The Bank is managed bs aBoaid cf D eta D5rKl prs ofti- 
shinis the same as that of the Central bo-io 
R everse Bank. The activities of the Bank engaged in to 
(i) To /merer oil .'’T« '’{^'^"Snsporl . 
manufacture of or processing or S°^™““£.>Abc and P* r* 
and distribution of posser ctn. ,S'S„a has restricted itself to*h- 
sectors ; for the present, bosses rr. the Be nl . na . ra ^ n0 rcCT 
financing of largely private sector accepted. nor am 

tions as regards the nature and fM assistance to 

masimum or mtnimum bmits presen - 

provided. _ broad groups : <•> ffX?. 


provided. - ( a ) csstsxs^ 

Oi) The operations Tall into tuo broad gr m ir~& 

,o aher flisnnd !, i, 

trial concern;, either on sts own or in p 
tutions. 


101 tvn«t'«a . 

tU,i °Ta) Assistance to other financial^ “SS-SSSj 
activities as refinancing of loans P' cn - the Central G 
£ £ Act and those sub^qu^ bonds ««*£ 

ft C 1 C.IO and subscribing lo their - connecuon with 

gisilisEi^ 
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Scheduled Banks and State Co operative Banks Loans to be eligible 
for refinance should be repayable between 3 and 25 years in the case 
of financial institutions and between 3 and 10 years m the case of 
Scheduled and State Co-operative Banks The Bank took over the 
business of Refinance Corporation of Industry on September 1, 1964, 
which was dissolved finally on July 26, 1965 

(b) Direct financial assistance to industrial concerns is in the 
form of loans and advances , subscribing to, purchasing or under 
writing issues of stocks, shares, bonds or debentures , guaranteeing 
deferred payments due from industrial concerns to third parties 
and loans raised by them in the open market or from financial 
institutions The Bank may also accept, discount or rediscount 
commercial bills or promissory notes of industrial concerns In 
providing direct assistance the Bank attempts to secure the colla- 
boration of other institutions and to fill the gaps that remain after 
taking into consideration the assistance available from other 
institutions 

(in) The Bank may undertake promotional activities such as 
marketing and investment research and surveys as well as techno- 
economic studies, besides giving technical and administrate assistance 
to industrial enterprises for promotion, management and expansion 

It is planned as an institution which will co-ordinate the 
activities of all institutions engaged in the task of financing industrial 
development It is an aid to industrial growth and as an incentive 
to genuine entrepreneurs It will serve well the objective of promoting 
democratic socialism to which the country is pledged 

Provision has been made for the Development Bank to make 
the I F C its subsidiary or to completely absorb the Corporation 

The financial assistance provided by the bank in the first two 
years of its working is shown below 


(Rupees in crores) 



Assistance Sanctioned 

Assistance 

Disbursed 

Type of assistance 1964 65 

1965 66 

1964-65 

1965 66 


(July -June) {July- June) (July-June) (July-June) 

1. 

Refinance 

25 1 

23 0 

21 2 

22 3 

2. 

Direct Joans to 
industrial units 

162 

35 6 

_ 

19 9 

3 

Underwriting of shares 

69 

76 

04 

14 5 

4 

Subscription to shares 
and bonds of financial 






institutions* 

22 

1 7 

22 

1 7 

5 

Rediscounting of bills 

0 1 

22 

0 1 

22 

6. 

Guarantee for loans 
and deferred payments 

70 

186 

- 

- 


Total 

57 5 

88 7 

23 9 

51-4 


1 Excluding purchase of shares of the I F C. 
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Industrial Credit and Investment Corporation of India Ltd. 

Unlike the Central and State Corporations the ICICI- js 
pnvateh owned It was incorporated under the Indian Comparne? 
Act on Januarv 5, 1955 for the purpose of assisting industrial enter- 
pnses within the private sector of industrv in India, In general, the 
Corporation is (») to assist in the creation expansion and moder- 
nization of such enterprises (n)lo encourage and promote parucipa- 
tion of private capital both internal and external, in such enter- 
prises , and (in) to encourage and promote private ownership of 
industrial investments and the expansion of investment markets In 
particular it is (a) to provide finance in the form oflong or medium 
term loans or equnv participations (b) to sponsor and underwrite 
new issues of shares and securities (c) to guarantee loans from other 
private investment sources (dl to make funds available for re 
investment b\ revolvmc investments as rapidl> as prudent , and 
(e) to furnish managerial technical and administrate advice and 
assist in obtaining managerial technical and administrative services 
for Indian industrv 

The authorized capital of the Corporation is Rs 25 crow 
divided into 50 OOO ordmarv shares ofRs 100 each, and 20 00,000 
unclassified shares of Rs 100 each* The issued and paid up capital 
is held jotntlv bj Indian banks and insurance companies and indivi- 
dual investors in India, the U K. and the U S A Each share entitl-s 
its holder to one vote 

Unclassified shares mav be issued b> the Corporation with a 
preferential or qualified right to dividends arid m distribution ol the 
assets and with a special right of voting or without anv such right 
However, no shares can be issued without the sanction of the com^ 
panv in general meeting (i) unless thev are offered to the existing 
shareholders in proportion to the shares held bv then (irrespective 
of the class of shares) and (ii) if the aggregate nominal amount o 
preference shares issued exceeds the aggregate nominal amount o 
the issued ordmarv shares of the Corporation 

The Corporation is empowered to borrow, provided theatnousl 
borrowed and guaranteed b> the Corporation, does not exceed tew 
times the aggregate of (i) the unimpaired capital, (h) the ouMan 
ing advance from the Government of India, and (i»^ surplus 2 T 
reserv es of the Corporation 

After the expin of five vears from its incorporation, the Corpo- 
ration was required to transfer 25°© of its profits e\er> >ear o 
Resene Fund to meet contingencies and for other purposes c *v D 
cnetothe interests of the Corporation until the Reserve runa 
equal to the outstanding Government advance 

The Government of India advanced to the Corporation w 
January 1955 a sum ofRs 7 50 crores, free of interest, rcpavawr ™ 
15 equal annual instalments after theexpuv of 15 vears tro 
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date of advance The advance will rank for payment only after 
payment of all outstanding debts and liabilities and the paid up 
share capital of the Corporation , each annual instalment as it falls 
due will, however, be treated as a debt of the Corporation and not 
as part of the advance outstanding So long as there is any adsance 
outstanding, the Government of India will be entitled to appoint, 
maintain and remove one Director on the Board of the Corporation 
to represent it , this Director will neither be liable to retire by 
rotation nor be required to hold any share qualification In addition, 
the Government of India agreed to lend the Corporation Rs 10 
crores, from the proceeds of the United States Agricultural Commodi- 
ties in India in October 1959 and a further loan of Rs 10 crores out 
of the P L 480 Funds in 1963, making a total of Rs 27 50 crores 
The Corporation has borrowed in foreign currencies from 
international agencies as follows 
IBRD In terms of Agreements dated 

March 14, 1955 for U S S 10 million 

July 15, 1959 for U S $ 10 million 

October 28, 1960 for U S S 20 million 

February 28, 1962 for U S S 20 million 

June 5, 1963 for U S S 30 million 

May 28, 1965 for U S $ 50 million 

Agency for International Development of U S A In terms of 
Agreement dated 

March 23, 1961 for U S $ 5 million 
KFW (Reconstruction Loan Corporation) of Germany In terms 
of Agreement dated 

April 26, 1963 for DM 20 million 

July 27, 1964 for DM 5 million 

Nov 23, 1964 for DM 10 million 

June 8, 1965 for DM 5 million 

March 23, 1966 for DM 20 million 

The foreign currency loans amount to I5S65 million U S 
dollars (Rs 118 99 crores) comprising US $ 140 million from the 
World Bank, US $ 5 million from the Agency for International 
Development of U S A and DM 60 million from the Kreditanstalt 
fur Wideraufbau (Reconstruction Loan Corporation of W Germany) 
Repayment of (he principal, interest and other charges on these 
loans have been guaranteed by the Government of India 

Thus, the total resources of the Corporation on 31st December 
1966 amounted to Rs 115 72 crores as detailed below 
Share capital Rs 

Reserves Rs 

Borrowing Limit 
Rupee Currency Rs 
Foreign „ Rs 


7 50 crores 
3 37 „ 

Actual Drawings 
37 50 „ Rs 29 50 crores 

120 00 „ Rs 27 92 


Total Rs 168 37 „ Rs 57 42 
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Both the Government of India aDd the Corporation are of the 
opinion that the membership of the Corporation should be broad!} 
distributed and that there should be no undue concentration of 
control To ensure this, the Board of Directors exercise their rights 
with respect to registration of transfer of shares so as to prevent an) 
one person or company or group of affiliated persons or companies 
from acquiring effective control of the Corporation Anj dispute 
between the Government of India and the Corporation as to whether 
effective control of the Corporation has been acquired ma> be refer 
red to arbitration 

The Corporation sanctioned b\ the end of Dec 1966, net 
financial assistance aggregating Rs 178 crores to 425 companies, 
of which 179 were new companies Companies to whom assistance 
was sanctioned were well distributed over the whole countn Out 
of this amount of Rs 178 crores Rs 14135 crores (79%) were m 
the form of loans and guarantees Rs 30 58 crores (17%) in respect of 
underwriting of shares and debentures and Rs 6 07 crores (4%) in 
the form of direct subscriptions to shares and debentures Of the total 
loans of Rs 141 35 crores sanctioned b} the end of 1966 rupee loans 
accounted for Rs 36 92 crores and loans in foreign currencies for the 
balance of Rs 104 43 crores 74% of the loans sanctioned by the 
Corporation were m foreign currenc} Financial assistance provided 
in the form of rupee loans and by underwriting was almost equal to 
foreign currenc} loans 

Financial assistance (Act) provided till 31st Dee. 1966 

fRunees m crores) 


T) pe of operations 

No oj 
companies 

Amount 

sanctioned 

Amount 

disbursed 

1 Loans and Guarantee 

Rupees 

113 

36 92 

7108 

Foreign exchange 

291 

104 43 

Total 

404 

14135 

97 07 

2 Underwriting , . n 

Ordinar} shares 

97 

13 15 

3 27 

5 09 

Preference shares 

49 

6 61 

Debentures 

30 

JO 82 

Total 

176 

30 58 

14 76 

3 Direct Subscription , 

Ordinary shares 

50 

391 

0 61 

1 <0 

Preference shares 

7 

0 66 

Debentures 

2 

1 50 

Total 

59 

6 07 

5 87 

Grand Total 

639 


117 70 _ 
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In regard to loan operations it is of interest to note that rupee 
loans have not recorded much progress but loans in foreign curren* 
cics have continued to expand This pattern of assistance is due, to 
some extent, to the existence in the country of several institutional 
agencies which specialize in the provision of rupee finance while this 
Corporation is the only institution on account of its close association 
with the World Bank and other forcjgn agenejes which enable the 
Corporation to disburse loans in foreign currencies 

The industries benefited from the Corporation s assistance so 
far cover a wide range These include metal products (ferrous and 
non-ferrous), chemicals and products, machinery manufacture, 
electrical equipment, paper and pulp, cement, automobiles and 
cycles, textiles etc , as shown below 

Industry wise distribution of financial assistance 


(Rupees in crorcs) 



Industry 

Net amount sanctioned 

»„ 

1 

Metal products (ferrous & non ferrous) 

40 28 

22 7 

2 

Chemicals and products 


29 80 

16 7 

3 

Machinery manufacture 


1941 

109 

4 

Electrical equipment 


16 93 

95 

5 

Paper and pulp 


9 84 

55 

6 

Cement 


11 95 

67 

7 

Automobiles and cycles 


10 02 

56 

8 

Textiles 


11 70 

66 

9 

Glass, pottery, etc 


7 03 

4 0 

10 

Electricity, gas & steam 


4 73 

27 

11 

Shipping 


3 49 

20 

12 

Sugar 


2 72 

1 5 

13 

Rubber products 


1 76 

1 0 

14 

Wood, cork, etc 


201 

1 1 

15 

l ood products 


2 34 

1 3 

16 

OiJ pipe line 


1 50 

08 

17 

Others 


2 49 

1 4 



Total 

178 00 

100 


Maharashtra received the largest share (31 4° n ) of the financial 
assistance, followed by Gujarat (13 4° 0 ) Madras (11°„) and West 
Bengal (9%), the four states receiving two-third of the total assistance 
as shown below 
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Stateicise distribution of financial assistance 


State AV ° f 

companies 

Net Amount 
sanctioned 
tRs in crores ) 

% Shares 

Maharashtra 

154 

66 53 

37 4 

Gujarat 

73 

23 92 

134 

Madras 

42 

19 67 

no 

West Beneal 

49 

16 00 

9 0 

Mysore 

20 

12 39 

7-0 

Andhra Pradesh 

12 

904 

5 I 

Bihar 

13 

7 62 

43 

U P 

15 

5 67 

32 

Orissa 

7 

4 09 

23 

MP 

6 

3 42 

1-9 

Punjab 

I 

0 10 

01 

Assam 

3 

1 09 

W 

Rajasthan 

6 

2 37 

13 

Kerala 

9 

1 96 


Haryana 

10 

2 29 

1 3 

Union Territories 

5 

1 03 

05 


Total 425 178 00 


The Corporation functions more or less as a deielopn^t bank 
and as such it has a long term contribution to male in an 
like ours As a deselopment bank, IC.ICI «eeks to loan 
imestment on healthy lines , m times of sluggishness m tee capital 
market, it proMdes funds to enable the flow of imestment to continue, 
in normal times, it carries out scrutiny of projects, guides entrepre- 
neurs about their projects It has made special efforts to assist 
entrepreneurs, to take up riskier forms of financing like underwriting 
and lo imest in non-traditional industries Mam projects financed 
by the Corporation hai e been started by entrepreneurs lor 
these projects were the first step in the industrial field The new 
entrepreneurs base come from a \anety of fields — trading, manage- 
ment, engineering, etc. The Corporation also provides various 
ancillary sersices to new entrepreneurs 

The Corporation has worked in close co-operation with °thcr 
institutions in financing industrial enterprises It has joined °‘° 
financial institutions in underwriting operations and in the grnntin 
of loans and it is proposed to discuss the possibilities of furtse 
combined operations with finance corporations, credit institution 
and the Life Insurance Corporation, as well as with foreign ' 
lions such as the International Finance Corporation and the com- 
monwealth Dev elopment Finance Company 

The Corporation has also extended and strengthened its /ri*-- 
tions with sister deselopment banks outside India (Malaya, 

Liberia) and the General Manager of the Corporation attendee 
October 1963 the Second Regional Conference of Desetopm 
Banks in Asia. 
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Unit Trust of India The Unit Trust of India was set up 
in December 1963 under an Act of Parliament as a public sector 
organization having been sponsored and supported by the Reserve 
Bank the Life Insurance Corporation and the State Bank of India 
It began to function in Bombay from 1st February, 1964 The 
primary object of the Trust is twofold to stimulate and pool the 
savings of middle and low-income grpups and to enable them to share 
the benefits and prosperity of the rapidly growing industrialization 
m the country This twofold objective is achieved through a 
threefold approach first by selling units of the Trust among as 
many investors as possible in different parts of the country, then 
b) investing the sale proceeds, together with the Trust s own funds, 
m industrial and corporate securities and finally by paying dividends 
to those who have bought the units of the Trust 

The initial capital of the Trust is Rs 5 crores and has been 
contributed by the Reserve Bank, the L I C , the State Bank of 
India and its subsidiaries, scheduled banks and other financial insti- 
tutions The Unit Trust of India Act provides that at least 90% of 
income less expenses, which are limited to 5% of the gross income, 
should be distributed to unit holdets The Trust aims to give 
an average yield of over 6 0 o to its unit holders During the first 
year of its working the Unit Trust declared a dividend to the unit 
holders of 6 10% per annum and of 7% during the second year 
Since the income from the Trust up to Rs 1,000 is free of tax, the 
gross rate for individuals works out to 7 62% per annum The 
Trust claims to ofTer the following further advantages to its 
investors 

(1) In the case of individual unit holders, income up to 
Rs 1,000 distributed by the Trust is exempt from income- 
tax 

(2) It will also be excluded in computing total income for 
purposes of assessment 

(3) Individual unit holders will receive their dividend without 
any deduction of income-tax at source 

The unit holder receives a steady income on his investment 
since the return is based on the average income of a balanced 
portfolio For the sale of units, the trust has organized a network 
of over 4 000 offices all over India, of the commercial banks (indud 
ing the State Bank of India and its subsidiaries) which have contri- 
buted to the initial capital of the Trust Besides approved Brokers 
on the recognized Stock Exchanges, nearly 14,000 post offices 
throughout the country also act as agents for the sale of units The 
Trust has also set up three Regional Offices at Calcutta, Madras and 
New Delht Units can be purchased in 10 or a multiple of ten 
There is no limit to the investment that one may make m units 

The Vmt Trust has emerged as a very important institution 
of industrial finance Three fourths of the total funds of the Trust 
are invested m shares and debentures of industrial concerns (ordinary 
shares 41 3%, debentures 42 1% and preference shares 9 7% and 



202 Elcrrenss of Ccrporcfwn Firarce 

2 7° 0 bonds of public corporations accounted for lie ini estmmis 
of the Trust) The Unit Trust inverted its funds in l he securities of 
over 250 mdurtml enterpnsrs. xnainlv manufacturing, financial and 
public utility concerns The Tni't has also tembarled, in a limited 
•aa>, upon providing underwriting facilities for new issues of deben- 
tures and preference shares by established enterprises. The Trust 
contemplates other types of schemes such as high income, Gaprtal 
Growth Schemes and Savings Plan including Children s Gift plans for 
catering to the investment preferences of the various classes of inves- 
tors and it is expected that the Trust will be able to tap a significantly 
larger volume of savings m the future and to divert them for rapid 
industrial development under the Fourth Five A ear Plan 

Tbe Trust Act has been amended to enable the Tnirt to 
borrow from the Reserve Banl. or the commercial banls acamrt 
ordinary industrial shares and to offer additional farihties for 
acquisition of units bv invertors under new schemes cat rnng Jo their 
special preferences or requirements The Trust would feramlnte 
schemes intended for the benefit of people interested in s-ernmg an 
element of protection in the form of insurance m collaboratim with 
LIC or in the appreciation of the capital attributable tt* tb«r 
subscriptions or tbe reinforcement of income which tbrv mig-l be 
currently earning 

Finance Corporations and the Capital Market 

Tbe finance corporations set ip «mce independence have contri- 
buted substantially towards the development of an organized cap^pj 
market in India. Investment acinus has been assisted os the 
strengthening of the institutional structure bv the establishment ol 
the IFC in 19-2^ the State Finance Corporations m each of the 
15 srates (during 1949-60), \ I D C in 1954, ICICI ^ 

N S I C in 1955 and Refinance Corporations tn J95S (merged witn 
IDBra 1964) and LD B I in 1964 Not onlv has the volume « 
assistance provided i\ these financial mrtin.licms recorded a 
cant increase in recent v ears, but the emergence of some of these 
institutions has also led to the expansion of underwriting actrnrt 
Institutional finance, nr recent sears, has constituted cm mcreasma, 
important source of medium and long-term funds for Indian industry 
The volume of assistance provided bv the various t em-^msrmm-. 
institutions (l F C , S F Cs , I CJLC.I ^nd R.C-I ) represented shout 
5% of tbe total pm ate seel or investment in indurtrv dunne t~e! >eco 
Plan m the Third Plan period, this assistance (including I y “ 1 
has been placed roucKh at 13 p „ of a larg-r total amount of - 
meat In the Fourth Plan Period, this ratio mav attain S° 
some extent. The financial assistance sanctioned duxms i. 
and 1965-66 has been Rs- IIS 2 crores and Rs. 166 6 crorcs resp-c- 
tivelv as shown below 
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financial Assistance to industrial concerns sanctioned by 
major term-financing institutions 


(Rupees in crores) 


Institution 

Loans 

1964-65 

Under- 

writings 

Total 

Loans 

1965 66 
Under- 
n ntmgs 

T otal 

~Tdbi 

18 3 

and direct 
subscription 
30 

213 

58 8 

and direct 
subscription 
10 5 _ 

~69 3~ 

I FC 

20 8 

3 8 

24 6 

37 7 

5 8 

43 5 

ICICI 

16 8 

63 

23 1 

18 8 

58 

24 6 

S FCs 

20 0 

28 

22 8 

23 4 

1 9 

25 3 

S 1 D Cs 

02 

23 

2 S 

03 

1 4 

1 7 

U T I 

— 

89 

8 9 

— 

22 

22 

L l C 

1 3 

13 7 

150 

— 

— 

— 

Total 

77 4 

40 8 

1182 

| 139 0 

27 6 

166 6 


The progressive strengthening of the financial machinery for 
provision of term finance to private sector of industry and the 
setting up of the IDBI as the apex institution has resulted in 
significantly increasing the contribution of term-fimneing institutions 
to the industrial growth of the country 

The Industrial Finance Corporation has enabled a number of 
new enterprises to establish themselves firmly and pay attractive 
dividends At the time the loans were sanctioned, these units either 
did not piy any dividends or paid low dividends The NIDC 
has emerged as the most important institution responsible for the 
promotion of giant capital intensive concerns second only to manag- 
ing agents The ICICI is the most important institution 
providing assistance in foreign currencies The L 1 C is the largest 
single institution in the sphere of underwriting of and direct subscrip- 
tions to shares and debentures 

The Industrnl Development Bank of India is an apex insti- 
tution which co ordinates the activities of all institutions engaged in 
financing industrial development and enlarges their usefulness by 
supplementing their resources and widening the scope of their finan- 
cial assistance At the same time it serves as a large financing 
agency and deals with all problems of industrial finance A special 
responsibility vests in the IDBI to ensure that the limited funds 
available for channelling through the term financing institutions 
would be put to the best possible use Assistance must be concentrated 
on ate \s where it would be most productive The operations of the 
IDBI and those of other institutions would have to be sdectnc, 
directed especially towards the building up of efficient units, in 
priority sectors Attention should be concentrated on areas tike 
fertilizers, petro chemicals, alloy steels, machine tools, cement, etc 

While the term-financing institutions should play a significant 
role in the financing of industry, it is necessary to bear in mind that 




204 Elements of Corporation Finance 


in eeneral their Contribution can onl> be a subsidiarv one It should 
be hoped that the atmosphere of gloom that pre\ails in the capital 
market since 1563 wall be a passing phase In the ultimate analws 
the resources for both the public and private sectors have to 
come from the genuine saunas of the public Fiscal policies and 
operations of the corporataAector ha\e to be such as to maximize 
pm ate saving end investment 

The State Industrial Development Corporations (SI DCs) 
have recentlv been set up in the states of Andhra Pradesh B har 
Gujarat Kerala Madras M P Maharashtra Mjsore Onss3 
Punjab and L ttar Pradesh Thev have been established bv state 
Governments in order to accelerate the tempo of industrial growth 
The} provide assistance to mdustrv either directly or indirecti' in the 
form of loans issue of guarantees and assisting underwriting of shares 
and debentures Some of the S I D Cs have been entrusted with the 
task of developing and managing industrial estates A few of these 
can ako encage in activities like the generation transmission and 
sale of electncitv in specified areas They thus combine in their 
operations the functions of entrepreneurs financiers and welfare 
bodies Loans underwriting and direct subscription to shares and 
debentures sanctioned and disbursed has been as follows 

1964-65 1965-66 

Assistance sanctioned Rs 2 5 crores Rs 1 7 crores 

Assistance disbursed Rs I 3 crores Rs 1 4 crores 
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Investment Banking & Underwriting 


Investment bankers act as middle men between the savers and 
users of capital In business the middle-men act in two capacities , 
they act either as merchant middle-men, when they assume the risks 
or as agents when they do not take the risks The merchants work on 
a basis of margin between the buying and selling prices and the agents 
work on the basis of a commission In the USA the investment 
bankers are primarily engaged in the merchandizing of securities The 
brokers act only as agents , they buy and sell securities for the 
account of their clients and receive their remuneration tn the form of 
a commission But the investment bankers purchase blocks of 
securities — bonds or stocks — for their own account for the purpose 
of selling them at a price higher than the purchase price Their 
remuneration consists of the margin between the buying and selling 
prices Investment bankers often act as brokers also, but mainly 
they are merchant middle-men engaged in the purchase and safe of 
new securities — both equity and debt 
Underwriting in negotiated financing 

Functions of the Imestment Bonkers — Primary and the most 
important function of the investment bankers is capital formation or 
the raising of new capital It is usually carried out m three ways 

(a) underwriting involving outright purchase and sale of securities, 

(b) underwriting involving guarantee of sale or stand by* arrange- 
ment, and (c) ‘Best EJTorts’ selling 

The most important and most commonly used method of all 
the three is the outright purchase and sale of securities 

Origination. This method may be discussed here briefly The 
investment bankers keep themselves in close touch with people inte- 
rested in new promotions in different parts of the country When they 
get the news or the possibility of the promotion of a new company 
through one of the sources of their information and intelligence, they 
at once try to contact the leading figures of the proposed floatation 
The organizers of the new companv agree to entrust the business of 
underwriting the new issue to one of the imestment bankers 
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interests of .he ""^^X f ancl feaS.' of .he projected 
for de.ermm.ng lhe soundness a lh , rc f OIC the originating 

en.erpnse.mohe. .me and expose ’™ m 'p z " .op.eTan 

option ofpurcha°ng the new issue of securities if the results o t e 

msestigations are fasourable f ^ Tnpr1 , t[) 

The banker ut.tats the serxices ?I. ? hc °nu™ses f of^nder- 
delermine the suitabilits of the new tssu . g n -^ n eial expectations 

writing. The prospec.sofeammgs and o.hr AnXcalefficiengs 

mas, be analysed and examined b '--“°“ n “ m * engineers , the 
of operating the plan, ma$ be examined > P ^e examined 

commercial and marketing aspects °l ,hcb ^?' .^aspects relating 

b S market nnalj sts and other expens and the legal a p^^^ 

to the tal.diti of titles to propem or patents, the 1^ ^.des of 

the documents of 'egistratton, the memorandinn an f ^ laws 

assoaation etc . and the fulfilment ofthe ob t ^ experts- 

and regulations of the country maj be examined b ^ 

Pure Jiasinjr In case lbe financial ,ec !’”’“ i, e 2 l,sfadW> a 
legal aspects of the proposition are found to b , c r expenses 
contract setting ont in detail the terms of- “' SIJ d ,he banker 
and the future relationship between the , hc on gmat- 

mas be draivn up When large issues ate to be bandM ^ ^ llim 
me bouse mutes a number of other “'“J®” ^Snderw tiling a the 
in the deal As there is no provision for sub-- ™,i d , 0 join m 
federal secures lass of the U S A , all those original purehase 

underwriting and in bearmg the Sirirtfe 

contract and thes constitute ss hat tslmosvn as «. 1S called 

or the underwriting group, aDd Janager and gets a 

‘underwriting- The ongmating house arts as a m ^ Along with 

small fraction of the gross margin as a management ^ 0 f the 
the purchase of the issue the risk .5 assumed bs the m 
syndicate .moment banh- 

The internal organization of fairly ff _ rent departments to 

mg firm is quite elaborate There depsrt- 

dral with different tjpes of secumies just like tne^ fDnd! oMl 

ment and the got eminent bond ‘*epar™?' b ]im _ depaitm-nt, the 
plane there mas be the bujing department, he J^^mne d-part- 
ssndicate department, the trading department, _I (taction of 

ment and the research and statistical f 'P^m th e u ould-be issuers 

S= bujtng deparmtent .s.o kccp .n^ouch w-rthfm d ^ ,o 

of the new securities throiigh its complete the deal Th; 

negotiate the terms of formation ofthe purcha^ 

i* ” 3*£- cf the blocks or guoms 
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securities to the members of the syndicate The research and 
statistical department engages itself in the analysis of the securities 
underwritten or traded in and it also prepares up to-date lists of the 
secretaries, treasurers or presidents of the institutions like the edu 
cational or charitable foundations and trade unions interested in the 
purchase of securities as well as of the individuals falling in certain 
higher income groups, who are likely to purchase securities On the 
basis of this information the sales department keeps itself in touch 
with the potential purchasers of securities and keeps the market ready 
for the absorption of a new batch of securities almost in advance of 
the finalization of an impending deal This department plays the most 
significant role in the quick disposal of the merchandise of the firm 
and consequently in its successful operations The trading department 
strives to maintain continuing markets in outstanding securities and 
the accounting department maintains the records of the transactions — 
purchases and sales— and of other connected matters 

Selling In order to secure wide distribution and quick dis- 
posal of securities it is considered essential that the largest possible 
group of bankers participates in the selling effort Usually the mem- 
bers of the syndicate who have underwritten the issue sell it through 
their own organization and through the dealers For selling an issue 
of $ 200 million debentures two hundred thirty-five firms were asso 
ciated with the syndicate organized by Messrs Morgan Stanley <5L 
Company in 1953 Sometimes a list of ‘selected dealers’ or ‘selling 
group is also set up by the underwriting syndicate Portions of the 
issue are allotted to them and unsold portions of their allotment are 
taken up by them The syndicates are temporary organizations and in 
the case of less successful issues the unsold portions of the allotted 
share ore taken up by the participants and the syndicate is dissolved 
But when an issue proves to be quite successful the syndicate is 
dissolved only after a complete distribution of the total issue 

This seems to be the current practice with regard to the out 
right purchase of a new issue , although some of the writers have 
mentioned the organization of three syndicates to handle large issues 
Thepurehasmg syndicate, according tothem, is comparatively a smaller 
group, mainly consisting of the investment bankers of the same 
financial centre or the city where the issue has been underwritten 
The selling syndicate is a much larger group and includes among 
its participants investment bankers from most of the important 
financial centres of the country This is necessary for ensuring a 
quick and smooth disposal of the issue over a wide area The last 
group, according to these writers, is called a ‘stand by' or a ‘banking 
S) indicate' Tbe anest/ne&t bankers rndvded is this group are ex- 

pected to contribute an agreed amount of fund towards the purchase 
price to be paid to the issuer in case the issue fails to move as 
quickly as expected All concerned feel a sense of great relief if 
the occasion to utilize the services of the last group does not arise 
Of course this group receives its share of the margin irrespective 
of the fact whether its services are utilized or not 
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Standby underwriting. As explained above, ‘un dens ritmg* in 
an outright purchase of an issue includes al! the activities of the 
investment bankers from origination of the issue up to the time of 
the sale of securities covered by the underwriting agreement But 
the term underwriting’ is also used to denote the activities of the 
investment bankers in a restricted sense in which it was used origi- 
nally An investment banker or a group of them enters into an 
underwriting contract with the issuer as an insurer or as a ‘stand 
by* if the issue does not sell according to expectations He simply 
guarantees a successful sale of an issue, he does not buy or distri- 
bute the securities This type of work is undertaken m connection 
with Tights’ issues of securities to existing shareholders of equity 
securities The risk involved in the case of such an issue is that on 
account of certain unfavourable changes m the prices of securities 
offered to the existing shareholders, the right or purchase may not 
be exercised and the sale of new securities may fall short of the ex- 
pected success and the company might have to face an embarrassing 
situation The investment banker steps in to underwrite the success 
of the issue He enters into a ‘standby’ agreement to take up that 
portion of the issue which remains unsold on account of the failure 
of the existing shareholders to exercise their priority nght of pur- 
chase The same type of arrangement may also be made to cover the 
risk involved m the process of converting bonds or preference shares 
into cquitv shares When the redemption notice is given it mav 
be advantageous to the bondholders to convert their holdings into 
equity But if in the meantime the prices of the equity shares 
decline to a point where redemption for cash may be considered better 
than conversion into equity securities, the bondholders might ask 
for payment in cash Such a situation is likely to create the problem 
of finding funds to pay for the bonds which have been called in J j>r 
redemption Insurance against this type of contingency might oe 
provided by an underwriting agreement with the investment banker 
to provide funds for such securities as mav be presented to the com 
pany for redemption in cash 

Beat Effort Selling. In this type of arrangement the invest- 
ment banker acts purely as an agent. In an outright purchase o 
in a standby contract the banker assumes a good deal of risk , n 
may be called upon to take up the unsold portion of the issue and t 
pay cash for it In the ‘best effort' selling agreement no such ns 
is involved as the banker makes no commitment to take up t 
unsold portion of the issue The company also has no assuran 
or guarantee that the entire issue will be sold and the total tun 
would be made available to it The banker simply gives an und ' 
taking to do its best to sell the issue through his own organic t 
or with the help of his associates The commission charged 
this type of service will be lower than that pavable in t 
purchase or m standby arrangement This kind of arTangem. { 
may be made under two opposite tvpe of conditions In then 
case the companv may be almost a super solvent unit and mav - 
sure of obtaining at least short-term accommodation under e 
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market conditions prevailing at the time by adopting the alternative 
of arranging a bank loan In the opposite type of case the com- 
pany may be a weak one or it may be requiring funds for a specula- 
tive undertaking like a mining enterprise and as such no investment 
banker of reputation may be prepared to assume the risk of an out- 
right purchase or of entering into a stand by agreement Some 
bankers, however, may be prepared to make best efforts to sell the 
issue on a purely commission basis without making any commitment 
to guarantee or insure the sale of entire issue The bankers are 
under no obligation to take up the unsold securities and to provide 
cash 

Underwriting in competitive bidding 

The foregoing discussion is concerned with underwriting proce- 
dure in negotiated financing, where the issuer and the investment 
banker or a group of them settle the deal among themselves privately 
But competitive bidding for security issues has also assumed consider- 
able importance It was used m a small way as early as 1870, but it 
acquired importance and impetus since 1941 on account of competi- 
tive bidding made compulsory by the Securities and Exchange Com- 
mission for all companies, with certain exceptions, which came under 
its jurisdiction The same rule was adopted by the Inter-State 
Commerce Commission a little tater The rule applies mainly to 
public utility companies although some of the industrial companies 
follow the rule of their own accord Under this procedure when the 
investment bankers come to know of an issue to be taken up for 
underwriting on the basis of competitive bidding they form them- 
selves into groups each under a group manager The house which 
acts as a group manager occupies the position of an originating 
house The members of each group hold consultations among them- 
selves and the manager prepares the tender Effort is made to offer 
as high a price for the issue as seems to be practicable Just after the 
registration of the new company the necessary papers are sent to 
group managers who are in contact with the company Scaled 
tenders are submitted, which are opened by the directors of the 
company and the contract is awarded to the highest bidder After 
this stage the remaining procedure followed for the disposal of the 
issue is the same as applies to negotiated deals The issue is bought, 
the purchase contract is signed by the group manager and the sale 
of securities is handled in the same way as is done in a negotiated 
deal The system df competitive bidding has been introduced by 
the State and Federal authorities to check the development of mono- 
polistic tendencies in the investment banking business These fears 
of the authorities do not seem to be well founded on account of the 
existence of certain other factors and tendencies which are being 
mentioned briefly in the following discussion 

Direct Sale. The most important development in this direction 
is the adoption of the ‘direct sale or 'private placement* method of 
the sale of new securities by an increasingly large numberof companies 
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This method is preferred bv certain companies because m the fireplace 
the inconvenience m connection ■with the registration of the issue with 
the Secunties and Exchance Commission is avoid'd the twentv davs 
waiting period before selling the issue is also avoided Secondh 
there are also savings in the costs of underwntmc and publiotv 
Thirdlv favourable atmosphere is created for direct sale b> the 
willmcness of institutional investors like the insurance companies 
with vast mvestible funds to take up lb' issue sold directlv bv th' 
issuers This practice has become quite common in connection wtb 
the sale of bond issues where bonds for more than *0 per cent of tb’ 
total amount of bonds issued are sold direct!' Direct sales are Jess 
prevalent in preference share issues and are still less prevalent & 
common stock equitv share issues Sometimes the services cf the 
investment bankers are utilized in arranging direct sales purelv on a 
commission basis The other developments which go against the 
establishment of monopolistic conditions in the sale of new issues bv 
the investment bankers are the increasing use of the retained enrnngx 
bv the companies through the device of the issue of bonus shares 
and the use of rights issues for raising further equitv capital from 
the existing shareholders 

Sale t>f r>ut standing eecurttiet Jt was pointed out earlier that 
the pnman function of the investment banking is capital formation 
through the sale of new secunties. Besides this thev encage them- 
selves in distnbutmg widelv the large blocks of outstanding serurne* 
heldbv institutions like investment companies or officers of the 
companies like directors Thev also help in the exchange of securmc^ 
between the corporations at the lime of mergers or in the transfer ol 
the securities of a subsidiary companv from the ownership of the 
holding companv to individual investors Thev help the mvcstmen 
trusts to replace one tvpe of secuntv with another tvpe - ad ax 
brokers or dealers on the Stock Exchar^-s and offer technical a-vice 
and services to their clients. 

Classification of Im estment Bankers 

Formerlv the rnv estment bankers w ere classified on the baxis 
of the class of securities handled bv them, as for example, the banle^ 
who were mainlv dealing in bonds were called 'bond houses 
Ttes vi'-ti tja'svfijrfi cm the basis t5 cericom -sj'trc-ihae'i functions 

performed bj them. Those bankers who purchase the secunuesim 

selhng them to other houses for distribution to the public air c?- 1 " 
‘wholesalers' The banker who purchases the secunP's on b*s ow^ 

account and risk and sefis them lo the investors is called an ‘onu 

wnier’ and a ‘distributor’ both. The bankers who do not btlon c 
the merchandizing group encaged in buving or und’-rw-minE but w 
usuallv sell from the list of larger houses on the basis of a disco-- 

are known as ‘dealers*. But this tvpe of specialization of f | - 3CI *f E iivr * 
giving wav to a general tvpe of business and most of the 
bankers undertake all types of activities staff the three Jeve s 
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also act as brokers Under these conditions they are now placed m 
three broad groups on the basts of territory covered or the size of 
business undertaken The big investment banking houses located 
m cities like New York and Chicago, who usually form purchase 
groups to buy large issues for wide distribution on the national level 
and are members of the leading Stock Exchanges are known as 
National Underwriters The second type of bankers who carry 
on their business in major cities, act as originators of small local 
issues or join hands in underwriting the issues of national import- 
ance, are usually called local ‘underwriters In the third category 
those bankers are included who undertake to sell a part of the major 
security issues purchased by big houses, without assuming the risk 
They are called local dealers' 

The foregoing discussion relates to the tvpical type of insti- 
tutions engaged m the business of underwriting of new issues in the 
USA These institutions are called investment bankers The USA 
represents the most highly industrialized society of the world Similar 
conditions are not found in any other part of the world Conse- 
quently such highly specialized type of institutions are also not 
found elsewhere But similar type of work of dealing in new 
securities is earned on by other types of institutions known by other 
names In the United Kingdom similar type of work is undertaken by 
institutions called ‘issue houses' 

The issue houses help the companies in issuing new securities 
in a number of ways If the issue to be made is a substantially large 
one say £ 3 million or more, the securities may be sold as a public 
issue by prospectus The issue has to be properly publicized and 
an organization has to be set up to deal with a large number of 
applications and to allocate the amount available among them if the 
issue is over-subscribed The provision of this type of organiza- 
tion is one of the mam functions of an issuinc house A thorough 
investigation of the chances of the financial success of the company, 
reputation of the management etc , is undertaken by the staff of the 
issuing house The best issuing houses are always very careful about 
their own reputation and consequently, however tempting the 
commission offered them might be, they are not willing to sponsor 
an issue unless the issuing company is controlled by men of reputa- 
tion and has good prospects of success In a new issue the cost of 
the exploratory and ‘vetting’ work done by the issue house is a 
substantial part of the total costs incurred by it in arranging the sale 
of such an issue When the financial and other information drawn 
up by the company with the help of accountants, auditors, valuers, 
engineers and other experts and supplied to the issuing house has been 
examined carefully and the results of the investigations are considered 
satisfactory, the issuing house agrees to pilot the issue The usual 
procedure followed by the issuing house is to underwrite the issue 
itself and then to m\ite a number of other financial institutions to 
sub-undenvnte a part or whole of the issue The underwriter 
and the sub-underwriters undertake, for a commission, to buy the 
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unsold securities which could not be disposed of to the general 
investing public The sub- underwriters are usuallv financial 
institutions like investment trusts or insurance companies A good 
list of first class underwriters is a valuable part of the goodwill of 
an issuing house of reputation , stmilarh to be on the lists of one 
or more first class issuing houses is a good privilege for a financial 
institution Both are mutually beneficial to each other Usuallv the 
issues sponsored bv issuing houses of good reputation are fully 
subscribed , the sub-underwriters earn their commission for the 
nsk assumed bv them and are released from their obligation. On 
relative!* rare occasions they mav be obliged to take up a part of 
their share m the issue Under this method the issuing house and 
the sub underwriters have onlv guaranteed the success of the issue 
for a commission and have agreed to purchase the unsold shares at 
issue price less commission 

An alternative method is called an 'offer for sale* In this ca*e 
the issuing house purchases the new securities from the issuing 
company and offers them for sale to the public at pnee which is 
sufficiently higher than that paid to the company The sale price 
includes the expenses incurred bv the issuing home as well as a 
margin of its profit 

In the ‘offer for sale* the securities are offered for sale to the 
public But in certain other cares where the si ze of the issue is 
between £ 1 5 and £ 3 million, not considered sufficient to form the 
basis of a public issue, an issuing house buys the whole issue out- 
right and then resells it at a higher price to groups of investors like 
the investment trusts and insurance companies The difference 
between the busing and selling prices is sufficient to cover the 
expenses and then leave a reasonable margin of profit for the nsh 
taken In this case the sale is not to the public but to the groups 
of institutional investors In the case of outright purchase busing 
svndicates may be formed For outright purchase the term 'under- 
writing firm' is also used The functions performed by issuing houses 
in England seem to resemble those performed by originating bouses 
in the United States The general organization and working of English 
underwriting and issuing houses appears to be far less elaborate in 
comparison to the organization and working of the investment 
bsnXrrs m Aiserxa Ths orgsRssstioa xo hubass not e\ en a shadow 
of what is to be found in the USA or the U K 

The process of modern industrialization began in India as late 
as 1850 and almost up to theture cf the first World War.. (1914-18) 
the long-term finance was usual!) obtained with the help of managing 
agents The intermediaries like the imestment bankers or the 
issnmg houses did not develop in India till quite recently ft appears 
that the process of underw ntmg of capital issues was initiated in 
India just on the eve of the fir^t World War. In 1912 Messrs 
Bathwala and Karani (share brokers of Bombav) underwrote a 
capital issue of Rs 50 lakhs made by the Central India Spinning A 
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Weaving Co Ltd , m 1913 Chunnilal Saraiya underwrote a cumula* 
live preference shire issue of Tata Mills Ltd Messrs Batlmala and 
Karam continued to underw rite the new issues during the period 
of the first World War Most of the capital issues' underwritten 
involved little risk as they were made by the companies under the 
management of managing agents ot reputation and standing The 
amended Companies Act ot 1936 took notice of the underwriting 
activities for the first time when it laid down that it was necessary 
to state in the prospectus of the new company that m the opinion of 
the Directors the financial resources ot the underwriters were 
sufficient to discharge the underwriting obligations 

The first important institution to take up the issue business was 
the Investment Corporation of India Ltd , established by the Tatas 
in 1937 The mam object of this institution was to take up issue and 
undent nting business on scientific lines, to carry on the business of 
an investment trust company and to take up the promotion and 
financing of new industrial concerns In the two important financial 
centres of Bombay and Calcutta a number of new institutions known 
as Investment companies and finance houses and companies were 
established to undertake the work of issue and underwriting or sub- 
underwritmg of industrial securities The investment trusts have 
occasionally underwritten new securities but mainly they have been 
interested in sub-underwriting The number of these institutions 
has increased considerably during the last three or four decades In 
Bombay the Industrial Investment Trust Ltd was started m 1935 by 
Messrs Premchind Roy c hind & Sons, in Calcutta the Birds 
Investment Ltd and New India Investment Corporation Ltd were 
started in 1936 (Two other investment trusts, viz the Investments 
£. Finance Co Ltd and the General Investment <k Trust Co Ltd 
started by Messrs Bird S. Co were alre idy in existence in Calcutta 
at this time ) These institutions were followed bv numerous others 
of the same type m Bombay, Calcutta, Madras and in some centres 
in Northern India 

The stock brokers also begin to play an increasingly important 
role in the business of underwriting of new issues Names of 
Messrs Batliwala <L k3ram (Bombay), Messrs PI ice. Siddons 
& Gough, and Messrs Reed Ward <£. Co (Calcutta), Messrs 
Wright & Co Messrs Kothan Sons and Messrs Newton &. Co 
(Madras) deserve special mention in this connection 

A few commercial banks also showed some interest in under* 
writing business The names of Central Bank of Indn Ltd and 
Devaharan Nanjce Banking Corporation Ltd may be mentioned in 
this connection 

Since the establishment of national government in 1946, a 
number of state, semi-state or private financial institutions like the 
National Industrial Development Corporation, the Industrial Finance 
Corporation of India, the Industrial Credit <£. Investment Corpora- 
tion and the Life Insurance Corporation have come to be established 
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They are all strong financial institutions but their mam business is to 
provide long term loans to the industrial companies The companies 
borrow substantial amounts from these institutions on a long term 
basis The Industrial Finance Corporation, the Industrial Credit and 
Investment Corporation and the Life Insurance Corporation also 
undertake a considerable amount of underwriting business Besides 
the purchase of the shares and debentures of the companies, the 
activities of these institutions have gnen a great impetus to the 
growth and development of undent ritmg of industrial securities m 
India and some details of the business undertaken b> them are given 
in the next chapter (‘The Indian Capital Market ) The methods of 
sale of securities have also been discussed in the same chapter 

Services rendered by investment bankers, issuing bouses and 

underwriters to the companies and to the ins esters 

The various types of institutions engaged in the business of 
underwriting occupy the same position in the sphere of company 
finance between the companies which require funds Tor carrying on 
their activities and the savers and investors who provide these funds, 
as the merchant agent and middlemen occupy in trade and commerce 
They have to bujJd up a reputation for fair and honest dealings useful 
to companies and investors to win the confid-nce of both the parties 
They have to help the companies in securing the required amount of 
finance on cheapest possible terms and in this process they have also 
to help the investors in acquiring a good and sound security likely to 
give them best possible returns under the existing market conditions 
Underwriters of good reputation are able to accomplish the twofold 
task 

(1) The handling of a new issue, especially a large one, from 
its very origin up to its final successful distribution requires the 
setting up of an elaborate and specialized organization comprising 
people possessing specialized knowledge and skill to conduct business 
in the capital market For the companies long term financing with 
new issues is an infrequent occurrence and may take place onlv alter 
long intervals To set uo a specialized organization for handling 
new issues may be a verv costly and uneconomic business for the 
companies But the handling of new issues is a routine affair for 
the underwriters , they possess the necessary special tvpe of orgam 
zation and are therefore in a position to accomplish the task 01 
distribution of securities very cheaply 

(2) The specialized type of selling organization consisting of 
their associates brokers and dealers is in a much better position to 
gne the new securities the most salisfacton market/and widest disin 
button at best possible prices 

(3) The underwriters take upon themselves the responsibility 
of makmg the agreed amount of funds available to the companv at 
an agreed date or time and thus eliminate the element of uncertainty 
and risk inherent in slow disposal or partial failure of the new issue 
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And in those cases where the issue is successfully distributed m a 
wide circle of good investors a potential market for the subsequent 
issues of the company is created which may prove to be helpful and 
advantageous both to the company and the investors 

(4) Usually the people included in the top management of 
companies are very well informed on financial matters but the under 
writers are in more close and intimate touch with the capital market 
and are in a position to reduce to the minimum and reconcile the 
differences between the needs of the company and the requirements 
of the market — what the company wants to offer and what the mar 
ket is m a mood to accept This reconciliation is brought about by 
advising the company to select a right type of security and to offer 
tt to the market at the right lime In the case of credit securities 
like the bonds and debentures the form of protective provisions the 
arrangements for repayment, the sale price and the rate of interest 
are properly adjusted to the best advantage of the company and to 
meet the requirements of the market All these adjustments are 
essential to ensure the success of the new issue 

(5) In order to safeguard their own self interest the under 
writers have to earn the goodwill of the financial community This 
enhances their prestige which becomes a very valuable asset in en 
suring a successful sale of the securities sponsored by them Included 
among their clients are a number of institutional investors like the 
investment trusts and insurance companies On the whole they are 
skilful and welt informed buyers But majority of the individual 
investors are only moderately informed Their goodwill is secured 
by selling to them the type of securities which prove to be sound and 
which give the investors good and steady returns 

To safeguard the interests of investors as well as to avoid 
the chances of financial loss to themselves the underwriters get 
the financial position of the issuing company thoroughly examined 
by their own independent experts before they underwrite the 
issue The security to be underwritten is also thoroughly examined 
by legal experts from the point of view of protective provisions and 
the legal requirements It is really the exercise of these checks which 
gives weight and prestige to the new securities sponsored by reputed 
houses of underwriters Investment advice is also given to the 
client investors with regard to the type of securities to be purchased 
This advice may be good but it may be poor also when it is coloured 
on account of the selfish motive of the underwriter in pushing the 
sale of a particular security 

(6) One of the very valuable services performed by the under 
writers is the maintenance of the market for the security after its 
floatation Usually they accept these securities only for the purpose 
of underwriting which are of a suitable size to provide a good mar- 
ket for them Small issues are not able to satisfy this condition 

'The cost of selling small issues is also proportionately higher After 
the floatation the underwaters take proper care to see that such large 
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blocks of the security are not placed on the market in a short period 
of time, which may depress the price of the security The main- 
tenance of the market is in the best interests of all concerned— the 
investors, the company as well as the underwriters themselves 

The entire discussion in this chapter leads us to the conclusion 
that the development of underwriting agencies is one of the essentials 
of healthv industrial development of a country In India we have 
just made a modest beginning and the country has to go a long way 
before it can hope to enjoy the benefits of a good underwriting 
organization 
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The Indian Capital Market 


The capital market is the market wherefrom productive 
capital is raised and made available for industrial purposes It 
refers to the market for the permanent forms of investment such as 
shares and stocks, bonds and debentures and mortgages 

The entire financial field or investment market* may be divided 
into two broad groups (a) the capital market, and (b) the money 
market The former refers to long term financing and the latter to 
short term lending The constituents of the former are the long- 
term financing agencies like the industrial and mortgage banks, the 
industrial finance corporations, the investment trust, the issuing 
houses, the company promoters, and the stock brokers, etc , while 
those of the latter are the commercial banks, the indigenous bankers, 
the private money lenders and the co operative credit institutions, etc 
The capital market has nothing to do with capital goods , it js 
concerned with raising of money capital The commodity that is 
dealt within the capital market is long term money, that is, money 
which is either lent for long periods or is invested more or less 
perpetually 

The Capital Market and the Money Market 

A business enterprise requires money for two purposes (i) for 
the purchase of capital equipment and other fixed assets, and (11) for 
the holding of stocks of raw materials end finished goods and also 
for making payment of wages, etc The former requirement is 
referred to as fixed capital or long term capital, and the market for 


1 The investment market, in its broadest sense, includes any form of commitment 
into which savings may flow It would include not only the stocks and bonds 
of business, the mortgages and equities in real estate and the debt of Govern- 
ments but also bank deposits money, and even such things as jewels and 
postage stamp collections that have been acquired as a store of value 
Conventional discussion is usually limited, however to those forms of 
property that produce a money income (Ralph Eastman Badger and Harry 
G Guthmann, Investment Principles and Practices, 1959, p 17 ) 
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the provision oflona term funds >s the capital market. The market 
for short term mone> »$ called themone> market 

Basicaliv the capital market is similar to commoditv market 
(I) Like a commoditv market tb“ capital market has various sources 
of supplv 1 and demand and these sources of supplv and demand are 
variable rather than static The \anations in the supplv 2 nd 
demand are however, cyclical rather than seasonal as m the case 
of monev market (2) Second) v just as the price is the heart of a 
commoditv market so also the pnce for the use of monev (1 e 
the rate of interest) is the heart of the capital market (3) Thirdlv as 
in the case of commodities there is no smcle perfect capital market 
also Thouch monev js the most standardized commoditv the 
capital market is not a compl-teh homoisen-ous one There air 
different capital markets like different commoditv markets operatin' 1 
all over the countrv viz. the market for government secunti“s for 
industrial securities for debentures for lone term acnrultura! credit 
etc (4) Consequenth tbe rate of interest vanes in different capital 
markets according to recional or cvclical vanations in the demand 
and supplj of capital and there is no such thine as a smde rate of 
interest for the countrv as a whole (5) Life a commoditv market 
the market for capital is also not alwavs confined to the political 
bound rv of a countrv In the case of capital also movements across 
the border occur thouch such movements are subject to m 2 nv 
restrictions like those of commoditv imports and exports (6) Lastlv, 
as in the case of commodities an elaborate marketing orcamzation. 
comprising various intermediaries is required to transfer funds from 
the savers lo those who require them for investment These inter 
mediares are the issuing and underwriting acencies finance and 
stock brokers and institutional agencies such as Life Insurance 
Corporations 


However the physical part of the marketmc organization is 
different from lhat of other commodities. There are no problems 
of warehousin'’ phvsical testmc of quahtv gradinc and transport 
etc Also unlike commodities which are consumed aw a\. there 
is secondan tradme all the time in the securities (shares anc 
debentures) which are issued b\ those receivinc the runds from 
investors 


Thouch as alreadv mentioned, the capital market includes afi 

forms of permanent inv estmenjs such as shares and stock, bonus ano 
debentures and mortgages vet in practice it is usual to confine it to 
the securities market viz., the market for shares stock bonds and 
debentures etc Secondh it is also customarv to limit it to the 
ornate sector of the industn wherefrom Sows the monev ^uppb 
for this sector and ostensiblv it excludes the demand for capital for 
the public Sr It is considered ess«mallv an institution of a 
free economv 


1 »»=*cr wn» e "»" scr *&■«**. d 

corporations and of Governments. 
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Importance Although India has embarked upon the estab- 
lishment of a socialistic society, the subject is of considerable impor- 
tance to os Firstly, the precise nature of the socialist society of 
our own conception is not yet quite dear Secondly, it will take 
time before we are in a position to acquire our ideal of socialistic 
/ociety The private sector in India has played a prominent part 
in the reconstruction of the country during the period of the first 
three Plans and is likely to play such a role in the Fourth and 
subsequent Plans also In any case, it has a considerable scope for 
its expansion 

The capital market performs several important functions in the 
process of economic development The two primary functions are 
( 1 ) promotion of savings and investment , and (n) efficient allocation 
of funds among competing users 

The major determinant of aggregate savings is, of course, 
national income, but the provision of certain incentives for invest- 
ment can enhance total savings out of a given level of national in- 
come The capital market provides such mcenines by creating 
a variety of financial assets and by ensuring their liquidity and market - 
ability It can thus help increase the propensity to sa\ e 

In Che process of growth, the capacity to save, of certain 
classes of people and institutions, increases and they have varied 
asset preferences Their preferences also change from time to time 
The needs of entrepreneurs who actually use the savings for pro 
ductive purposes are also varied The capital market satisfies the 
‘tastes' of savers and needs of investors through its financial instru- 
ments and institutions 

In the First Plan period, out of a total investment of about 
Rs 3360 crores, investment in the private sector amounted to 
Rs 1800 crores or about 54% of the total In the Second Plan, out 
of a total estimated investment of Rs 6750 crores, the share of the 
private sector was estimated at Rs 3100 crores or about 46 o 0 The 
Third Five Year Plan envisaged total investment of Rs 10,400 
crores, of which Rs 4100 crores was anticipated to be invested in the 
private sector Thus, though the share of government in total 
investment may rise, the magnitude of investment effort in the private 
sector will be considerable 

Sources of Supply 

The supply in the capital market comes from savings These 
.savings may accrue from the following sources (a) individuals, 
(b) business corporations, (c) governments, (d) foreign countries, 
(e) bank credit, (f) provident funds, (g) financial institutions, etc 

Indiudual Savings The individual savings constitute by far the 
largest source of capital, particularly in respect of equity capital, 
though one would notice the growing importance of institutional 
media in India and elsewhere m the world in recent years Individual 
savings find their way to bank deposits, small savings schemes of the 
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Postal Department or the Government Treasury, the Prize Bonds of 
Go\emmenl of India, the Zammdari Bonds of the State Govern- 
ments, the life insurance policies, and the industrial securities, 'etc 
A part of the mdiwdual savings is direct Ij invested in housing, 
automobiles, ornaments, and household equipment, etc Individual 
savings in this country a\ erased at Rs 495 7 per annum during the 
First Plan period, at Rs 762 4 during the Second Plan period and 
at Rs 833 9 during the first two 5 ears of the Third Plan Nearly 
three fourths of the savings come from individuals in the country 
The ease with which industrial securities and government or semi- 
government loans have been floated m recent > ears goes to prove a 
rising trend of individual savings in this country also Important 
incentives to save ma> be stated bnefl> They are 

(I) Provision for emergencies like illness, accidents, unemploy- 
ment, etc 

(II) Accumulations for expenditure requiring a large outlaj, 
viz., vacation, travel and purchase of large items, such as 
a house, an automobile, etc 

(hi) The desire for the independence and financial opportuni- 
ties associated with owning a business (ie, small or 
medium sized units owned bv one or a verv few indivi- 
duals) 

(iv) Desire for inv estment income. 

(v) Provision for retirement or old age 

Corporate Saungs Where a part of the income of a business is 
left m the business and reinvested, the result is a saving just as trulj 
as if such income were paid out to the owner stockholders and then 
reinvested from their personal incomes Such business sav mgs are 
an important source of funds in India and elsewhere According to 
a study of the Resen e Bank of India, the retained proSts averaged 
39% of the net profits of 750 companies during 1951-55 1 But a 
recent stud> of 1333 companies show* that retained profits during 
1961-64 formed a small percentage of 20 of total profits and were 
only 18 8% in the 5 ear 1963-64 

Government Saungs Very often the Government is thought 

of onlj as a source of demand for im estment of funds, but gov era 

mental units also affect the supply b\ their savrncs that result in 1 the 
retirement or previously issued debt V hen a governmental 00a v 
has a budgetary surplus and retires us debt, the resulting shrinkage 
in the supply of investments ma> be thought of as a negative factor 
on the demand side reducing the net figures rather than as an aaai . 
tion to the supplj of available funds 

The Government provides some financial assistance to in 

through subscription to ordinary and preference ? s "f h , 

debentures and also through direct loans, though on e 


v See bead ‘Self financing', chapter 8 (p, 155). 
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assistance of this sort is marginal m character except in regard to 
shipping and small-scale industries where it is substantial 

Provident Funds Provident Fund is a compulsory saving 
primarily as a provision for retirement, but is largely drawn upon 
m many cases for construction of bouses It is becoming a very 
important medium of saving, but it is mostly invested in government 
securities, government small savings and other trustee securities 

Foreign Countries Foreign capital in the form of shares, 
debentures and loans or deferred accommodation has shown a grow- 
ing importance during the period of our Five Year Plans The 
World Bank has contributed substantial amounts especially to the 
steel industry The USA West Germany, Canada, Great Britain 
and Japan have rendered varied types or assistance to this country 
in recent years 

Bank Credit Some people believe that bank credit creates 
investments to a certain extent and is thus a source of capital to 
industry indirectly The commercial banking system, if supplied 
with sufficient free cash reserves, can originate a credit supply 

Financial Institutions A large number of financial institutions 
have sprung up in the post war period which bring a substantial 
amount of capital to the capital market in this country Though 
these institutions are simply a secondary source of finance, they 
are growing in importance as an intermediary between the savers 
and the actual users increasing thereby the supply of capital in the 
market The important ones among them are the Industrial Finance 
Corporation of India, State Finance Corporations the Industrial 
Development Bank of India, the National Industrial Development 
Corporation, Die Industrial Credit and Jnsestment Corporation of 
India the Unit Trust of India and the National Small Industries 
Corporation 
Source of Demand 

The largest part of the demand for capital comes from the 
industrial sector and predominantly from the manufacturing group 
We in India have two distinct sectors of the industry, the public 
sector and the private sector The demand of the private sector is 
fully met from the capital market, while that of the public sector 
from the State exchequer though government has also to rely for 
part of its demand on the capital market Governments (Central 
or State) in this country have borrowed extensisely in recent years 
for development purposes The governments have been investing 
not only on such economic overheads as transport, irrigation and 
power development, but on basic and sometimes even consumer 
goods industries Agriculture in India is not much of a source of 
demand for capital In view of the small scale of agricultural opera- 
tions, the demand for capital is met largely from the unorganized 
sector (i e , individuals and money-lenders) In countries like USA, 
Britain and other advanced countries of the West there is little scope 
for further investment of capital at home Consequently a large 
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part of the demand comes from undeveloped countries of Asia and 
Africa 


Constituents of Capital Market 


The marketing organization of a capital market consists of 
various intermediaries responsible for the transfer of funds from 
those who save to those who require them for investment These 
intermediaries bring together the borrowers and the investors, lh 2 t 
is, the companies that issue capita! and the persons desirous of pur- 
chasing capital so issued There are two important operations 
carried on in the capital market (a) the raising of new capital 
and (b) trading in the securities a!read> issued bv companies The 
intermediaries which perform these twin functions are the consti 
tuents of the capita! market The efficiency of a capital market 
depends largely on the specialization attained bv these inter- 
mediaries In western countries, there is considerable specialization 
to attend to the different stages in the formation of an enterprise and 
raising of capital namelv, promotion, issuing, underwriting and 
distribution of securities There are Issue Houses in the U K and 
Investment Banks in the USA serving as specialized agencies for the 
promotion of new enterprises Besides, there are the vendors, promoters, 
managing directors, underwriting agencies, finance and stock brokers 
and institutional agencies such as life insurance companies , investment 
trusts and finance corporations, etc In India, such specialized agencies 
do not exist for the promotion of new companies, issue and under- 
writing or shares One important reason of the absence of such 
specialized agencies in India is the small volume of investment 
actn it) that characterized the Indian economy until recenth Even 
a more important reason than the above is the existence in India of 
a unique institution, namelv, the managing agencj svstem, serving 
as a multipurpose organization for promoting an enterprise, for 
raising capital and also for managing it Conservative traditions 
of the commercial banking svstem, absence of private banking 
houses and poor development of institutions like investment trusts 
are other reasons for the backward organization of our capita! 
market 


The situation is now improving with the expansion of invest- 
ment activity, awakening of investment consciousness among tne 
people and coming into existence of several specialized financial 
institutions Thus the important constituents of the Indian capital 
market todav are (i) Managing agents, (u) Commercial ban , 
(m) Special financial institutions, viz., (a) the Industrial Fmzo 
Corporation of India, (b) State Financial Corporations y; « 
National Industrial Development Corporation, (d) the *n “ 
Credit and Investment Corporation of India, (e) Industrial u P- 
ment Bank of India, (f) the National Small Industries Corpora- 
tion, (g) the Unit Trust of India, (h) the Life Insurance Corporation, 
and (iv) the Stock Exchanges 
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Operations of the Capital Market 

There are two important operations performed by the capital 
market 

(a) Ratsing of new capital in the form of shares and deben- 
tures , and 

(b) Trading m securities already issued by companies 

According to the data collected by the Reserve Bank of India, 1 

the total capital raised by all non-Government companies through 
shares (other than bonus issues) and debentures against consents as 
well as under the exemption order in three years and nine months 
(January 1957 to September 1960) amounted to an average of Rs 64 
crores a year Simitar capital issues during the four year period 
ending March 1965 (1961-64) amounted to Rs 98 4 crores a year 

As regards the type of issues, of the total capital raised, 28% 
were in respect of initial Issues of shares (i e , issues of new com- 
panies), 57% in respect of further issues of shares (i e issues by 
existing companies) and 15% in respect of debentures (the percentage 
share of shares and debentures being 85 and 15 respectively) during 
the period 1957-60, the corresponding percentages for the later 
period being shares (initial) 37, shares (further) 43 and deben- 
tures 20 

As regards the type of security through which the total capital 
was raised, 76% was raised through ordinary shares in both the 
periods Debentures accounted for about 15% and preference 
shares for 9 % during the former period and 20% and 4' „ during the 
latter period 

There arc 7 recognized stock exchanges in the country trading 
in securities of various types, viz , Bombay, Ahmedabad Madras, 
Calcutta, Hyderabad, New Delhi and Indore Besides there are a 
few other un-recogmzed stock exchanges also functioning in the 
country which afTord facilities for the sale and purchase of indus- 
trial securities A detailed discussion is given at the end of this 
chapter 

(a) New Capital Issues 

I Methods of Floatation There are four different ways m 
which new issues are floated in the capital market, viz , (i) prospectus 
method, (it) offer for sale, (m) private placing and introduction, and 
(iv) offer by circular to shareholders popularly known as the ‘rights 
issues’ The relative importance of these four methods depends on 
the nature of organization of the capital market concerned 

(i) Prospectus Method The prospectus is the document 
whereby the public is invited to subscribe for shares or debentures 
of a company It is the most widely practised method in India The 
promoters include in the prospectus details of the proposed venture 

1 Reserve Bank of India Bulletin, Yol XV, No 2 (Feb 1961), pp. 165-86 
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and mvite subscriptions from the general public on the basis of the 
terms and conditions contained therein This enables them to 
approach a wide range of prospective shareholders ; but since 
prospective investors in a new company cannot be expected to 
possess a special knowledge of the venture, and ha\e to base their 
decision primarily on the information in the prospectus, it is neces- 
sar> to ensure that fraudulent promoters do not mislead them b> 
giving insufficient or false information in the prospectus The 
Indian Companies Act requires the promoters and others responsible 
for the issue of the prospectus to disclose exhaustive information 
in the prospectus, a copy of which has to be filed with the Registrar 
of Joint Stock Companies The Act also throws heavy responsibility 
on promoters or directors issuing the prospectus and holds them 
liable for any false, misleading, ambiguous, fraudulent or deceptive 
statements made in the prospectus The subscribers get four clear 
days for the stud> of the prospectus before applying for the shares 
or securities of a company since no allotment is allowed before the 
5th day from the date of the issue of the prospectus 

(il) Offer for Sale It is an indirect offer for sale to the 
public, not by the issuing company, but by an intermediary The 
company, in the first instance, allots the whole or a large part of 
the shares to issue houses, sharebrokers, banks or other institutions or 
financiers who in their own turn offer them for sale to the public at 
a definite price This method is common in the U K. , but not in 
India In this case also, particulars have to be provided in the 
same way as in the prospectus method This method is popular 
because it saves the company from all botheration and reduces the 
cost and trouble involved m marketing new issues 


(in) Placing of Shares The third method involves the 
placing of new issues privately with certain institutional investors 
followed by an application to the stock exchange for permission to 
list the Security for transactions with a view to distributing them to 
the individual investors The prospective shareholders can gauge 
the soundness of the new issue from the status of the institutional 
investors with whom the securities are originally placed Two alter- 
natives are open to the company concerned Firstly, the company ma> 
arrange with an issue house or broker for the purchase by it or h'™ °* 
its securities and the issue house or broker ‘places' them with its or 
his clients who are a few selected firms, companies and institution 
Secondly, the issue house may not purchase fnes’nates «*• 
company but may merely agree to act as agent to place the securities 
with its clients The issue house in this case maml> a ^ ts . as a ? 
for the disposal of the securities for a commission which it 
privately instead of b> a general public offer 

This method is cheaper than the prospectus method 
involves very little in the way of promotion expenses » , 

are possibilities of the method being utilized to the disadv - 
prospective investors b} unscrupulous proracters because, ? 

the total number of shares is known, the amount of shares > 
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the institutional investors and those which are in the market cannot 
be separately ascertained, thus providing opportunity for the creation 
of artificial scarcity, manipulation and slagging It is for this reason 
that the London Stock Exchange has looked with disfavour upon 
private placing and introduction The Bombay Stock Exchange 
tried to minimize the scope for such practices by insisting on at least 
50% of the new issues for which listing was sought being kept open 
for public subscription for at least three days, before proceeding to 
allot them to institutional investors Under rule 19 (2) (b) of the 
Securities Contracts (Regulation) Rules, 1957, at least 49 ° 0 of the 
issued capital has to be offered to the public for subscription jn the 
first instance, if a company is to be eligible for an official quotation 
on the stock exchanges recognized by Government under the 
Securities Contracts (Regulation) Act, 1956 When, however, there 
is participation by Government or foreign collaborators, their con- 
tribution is deducted from the total issued capital and public subs- 
cription has to be invited for at least 49% of the balance As a 
result of this requirement, the general practice has grown up for 
new companies to invite the public to subscribe for at least 49% of 
their capital by the issue of a prospectus and the balance is placed 
privately amongst friends and associates or with institutional 
investors or with or through stock brokers amongst their clients 
This procedure works satisfactorily on the whole Private placing 
enables companies to make certain of obtaining a not significant 
portion of the finances needed by them and on the other hand public 
offering safeguards of the interests of investors who have an opportu- 
nity of participating in all important issues 

(fv) Rights Issue — Offer by circular to shareholders is 
possible only in the case of an additional issue of capital made by an 
existing company and not m the case of a new company The 
Indian Companies Act requires every company any time subsequent 
to the first allotment of shares to offer the new shares to existing 
shareholders in proportion to their existing holdings The offer is 
made generally at a price which is lower than the value of the shares 
in the market. Renounceable allotment letters may be issued to the 
existing shareholders and the shares will be allotted by the company 
either to the existing members if they apply or to the purchasers 
from them in whose favour the rights have been renounced This 
is called the 'Rights Issue' A 'rights issue’ is different from a 
bonus issue A bonus issue does not raise any new capital It 
merely increases the nominal amount of the issued share capital by 
the company utilizing its undistributed profits in paying up for the 
new shares At times, it is provided that the portion of the new 
issue not taken up by the shareholders or their nominees would be 
offered for public subscription and in such cases a prospectus is 
simultaneously issued inviting the general public to apply for the 
shares 

(v) Comcrstoit Issue In addition to these four well known 
methods, there is a fifth one ictmed as the 'Conversion Issue’ A 
company sometimes offers to its debentureholdcrs, the right to 
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comert them into ordinar> shares in lieu of redemption This is 
called the ‘Con\ersion Issue’ 

2 Underwriting The promoters of a company are naturalh 
anxious about the success of the issue of capital on which depends 
the future of the venture General!}, e\en before an issue is made 
public, the promoters will have done some canvassing among friends, 
relatives and business associates, etc , for the purchase of shares and 
it is customary to mention at the time of issue that specified number 
of shares will be allotted to friends and associates, the balance being 
available for public subscription In respect of the shares offered to 
the public, a device is available to the promoters to ensure success of 
the issue This device is underwriting The underwriters, in return 
for a consideration, undertake to purchase the shares not taken up 
by the public Thus, underwriting is a method b> which a com- 
pany ensures that the whole of the issue or at least a part of it to 
cover the amount of minimum subscription is taken up 

A compao} ma> have ver} bright prospects of the success of 
an issue but some events maj intervene as a result of which a^hca- 
tions from the public mav not materialize to the extent expected. 
For instance, political or other unpredictable events maj throw out 
of gear the capital market Unfavourable and uncharitable news 
paper comments may be made against the companv issuine the 
shares Or it may be that at the same time a verv attractive floata- 
tion is made b> some other corapan} Failure of the issue owing to 
such unforeseen causes will mean in the case of a new company that 
it cannot allot its shares as even the minimum subscription ma} not 
be subscribed and in the case of an existing company wanttngto 
expand, its creditworthiness will be senousl} jeopardized To 
guard against such a contingenc}, steps are invanabl} taken b} 
companies to enter into an underwriting contract Ordinard} the 
expectation is that the very fact that an issue is underwritten, carries 
with it a confidence for the investor and the securities should sell 
easil}, particular!} where the underwriter is a reputed firm or insti 
tution However, the underwriters have to take up the balance not 
taken up by the public 

Unlike the U K and the USA, there are no specialized 
agencies of underwriters in India Firms of stock brokers, a few of 
the larger scheduled banks, insurance companies, two or three invest- 
ment trusts and some individual financiers participated in under- 
writing business on an ad hoc basis till before 1 955, and caves of true 
underwriting of capital issues occurred onl} sporadicalh There 
was no institution doing regular business of underwriting Under- 
writing operations were undertaken by a few big firms of stock bro- 
kers as a side line to their main business of brokerage, their activities 
being pronounced during the periods of stock market boom 
study by Mr R C Cooper of 40 issues underwritten during 
revealed that near!} half of them were underwritten bv stock bro c 

During the war and earlj postwar }ears, underwriting in 
India was also subject to certain abuses In some cases, un c - 
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writing was not done in the real sense of the term of accepting the 
liability for taking up the unsubscribed part of shares but it was 
merely a device to pay commission to some parties on the issue of 
capital But things have changed in recent years and suitable 
provisions have been made m the Indian Companies Act to prevent 
malpractices in underwriting The most important event in this 
field has been the setting up of the Industrial Credit and Invest- 
ment Corporation of India Ltd (January 1955), the Unit Trust of 
India (February 1964) and the Industrial Development Bank of India 
(July 1964) Since then some progress has been possible in the orga 
mzation of underwriting facilities for corporate issues of capital 
Now, apart from banks and brokers, underwriting operations are 
earned on by the Life Insurance Corporation of India, U T I , 
ICICI, the Industrial Finance Corporation of India, IDBI 
and many other institutions Mr L C Gupta made a detailed study 
of all the corporate issues advertised in The Times of India , Bombay 
during the period from January 1951 to June 1959 The study was 
confined to the underwriting of public issues only and ‘rights' issues 
were excluded The study, which was published in the Annual 
Number of Commerce in Dec 1959, revealed that the amount under- 
written during the period from January 1951 to December 1954 was 
only 5 8 0 „ of the amount actually offered for public subscription, but 
that the amount underwritten during the period January 1955 to 
June 1959 was 38 9% of the amount offered This improvement 
during the period 1955 — 59 was ascribed to two important develop- 
ments firstly, the setting up of the ICICI in January 1955, 
and secondly, the increased interest taken by banks and other agencies 
in underwriting operations as a result of a better climate in the field 
of investment 

The study disclosed that commercial banks as a group emerged 
as the most important underwriters accounting for 39% of the total 
amount underwritten during January 1955 to June 1959 1 Considered 
singly, /ion ever, the ICICI was the most import ant underwriting 
institution accounting for 35 6% of the total amount underwritten 
Thus, the banks and ICICI together underwrote nearly 75°< 
of the total amount underwritten and the balance of 25° 0 was shared 
by stock brokers (6 7%), insurance companies (including L 1 C , 

5 3°„)> investment companies (6 3%), the 1 F C (3 4° 0 ) and others 

(3 7°o) 

According to the Reserve Bank of India, the percentage share 
of different financial institutions in underwriting new capital issues 
in recent years is given below* 


i The banks which participated in these underwriting operations were the 
Central Bank, the Union Bank the Baroda Bank, the United Commercial 
Bank and the United Bank of tndn 
* Reserte Bank Bulletin, June 1964 



228 Elements of Corporation Finance 


Institution 

I960 

1961 

1962 

1963 

Total 
( I960 63) 

Brokers 

224 

38 3 

22 6 

31 0 

28 1 

L1C 

11 2 

11 7 

33 1 

14 6 

20 4 

Banks 

37 8 

113 

15 6 

170 

18 7 

ICICI 

122 

37 

9 3 

9 6 

85 

I FC 

26 

8 6 

92 

98 

8 1 

S F Cs 

1 3 

129 

1 5 

10 1 

60 

Investment Cos 

97 

52 

30 

I 8 

44 

Others 

28 

83 

57 

6 1 

58 

Total 

100 0 

100 0 

100 0 

100 0 

100 0 


The establishment of the Industrial Development Bank of India 
(Julv 1964) and the Unit Trust of India (February 1964) has changed 
the situation since both of them have emerged as very important 
underwriters The relative share of different underwriters during 
the calender year 1965 was as follows 


Unden\ nter 

1 Life Insurance Corporation of India 

2 Unit Trust of India 

3 icrcr 

4 I FC 

5 1DBI 

6 S F Cs and State Industrial Dev Corpns 
• 7 Banks 

8 Brokers & imestment and insurance companies 


0 , Share 
23 81 
1501 

12 2 J-68 7°o 

1101 
6 7J 
74 
20 
21-9 

100 

The first five institutions accounted for more than t»o thirds 
(68 7%) underwriting business 

The Industrial Credit and Imestment Corporation of India is the 
most important single underwriting institution, because it caters 
largelv for the needs of equity capital and because it makes under- 
writing of capital issues an important part (about 22° <,) 'i. 5 

financial activities as against those of I D B I (11%) and of kr v. 
(7%) only More than one fifth of its operations and over 4U u o 
the investments relate to underwriting 

The Life Insurance Corporal ton of India is a great poientia 
underwriting institution, but its operations are greatlv circumscnbea 
by its investment policy which it has to fit into the frairewor 
industrial investment under section 27 A of the Insurance 
Moreover, the emphasis is usually on undcrmiting oJ aeo 
and loans and of preference shares Underwriting: o o Jj 

shares occupies a rather unimportant place Further, u 
writing commitments are generallv restricted to such 1 
to such amounts as it may itself be prepared to hold as a pe 





The Indian Capital Market 229 

or quasi-permanent investment In majority of cases the securities 
underwritten by it are subscribed by it without being offered to 
the public This, in fact, is not underwriting in the true sense of 
the word Still since 1964 65, it has emerged as the largest single 
underwriting institution 

Although underwriting was one of the authorized businesses 
of the Industrial Finance Corporation of India under the provisions 
of the Act bringing it into existence, but no underwriting was 
done by it for almost ten years It has now entered the field, no 
doubt, but its underwriting operations form only a small proportion 
(7%) of financial assistance 

Thus, it will be observed that in spite of recent growth and 
improvements, underwriting of capital issues in India has not yet 
developed into a well organized system It still remains in its infancy. 
One important drawback of Indian underwriting is that the avail- 
able facilities are much less adequate for the issues of equity 
capital than for issues of preference shares and debentures The 
study of Mr M L Gupta referred to above showed that only 
21 9% of the amount of equity capital offered for public subscription 
was underwritten as compared with 53 6% in the case of preference 
shares and 55 8% in the case of debentures The percentage of 
equity issues underwritten would have been even lower but for the 
fact that a large part of it is usually agreed to be subscribed pri- 
vately by promoters, directors and friends, only the balance being 
offered for public subscription The far too inadequate facilities for 
the underwriting of equity issues hit the new companies more 
severely than the established ones, the latter being in a much better 
position to issue senior securities (i e , preference shares and deben- 
tures) than the former Even where an established company decides 
to issue further equity capital, this is very often taken up by the 
existing shareholders who have a preemptive right and the need to 
make public issue does not often arise This is the reason why the 
proportion of underwritten equity capital is much higher in the issues 
of new companies than in those of established ones, the percentage 
being 83 and 35, respectively 

Secondly, it may be noted that very few of the institutions 
other than ICICI are responsible for underwriting as much as 
81 4% of the total amount of equity capital issued The commercial 
banks, it appears, would not touch it The only case where a bank 
had underwritten a very small equity issue was one where both 
the capital and the dividend had been guaranteed by a foreign 
company Insurance institutions (including the L I C ) too show 
very little interest here No equity issue was underwritten by the 
stock brokers according to the study referred to above, except where 
they might have acted as sub-underwnters The I F C has 
recently entered into the underwriting of equity issues As regards 
investment trusts and finance companies, most of them are of a 
small size and their importance as underwriters is very little at 
present. The only one worth mentioning is the Investment Cor- 
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poration started b> Tatas tn 1939 which has interested itself in the 
underwriting of equity issues 

A peculiar feature and a -very great weakness of underwriting 
in India is that in most cases each underwriting agency acts in 
isolation from others in contrast to the ss stem of working in syndi 
cates in western countries The usual system in India is that a 
single underwriter generally lakes up the entire issue without even 
the aid of sub-underwnters There ba\e of course, been cases 
where two or more underwriters ha\e jomed hands m a single issue, 
but the number of such cases is rather small The absence of 
mutual co-operation among underwriters in India may be attributed 
to the absence till \er> recently of an institution which could 
command the confidence of other institutions and act as theiczde. r 
of an underwriting group Recenth howeser the situation seems 
to has e changed for the better as the ICICI, LIC and LF C 
ha\e co-operated with each other in a number of cases in under- 
writing in dm dual issues 

The (ShToff) Committee on Finance for the Pm ate Sector 
which reported in Apnl 1954 had recommended the establishment 
of a consortium for underwriting purposes, comprising the leather 
commercial banks and insurance companies, under the lead'Tsbp 
of the then Imperial Bank of India With the coming in of tb* 
ICLCI the idea of a consortium, it seems, was gnen up I* 
understood that the Resen e Bank did not look with favour n?''? 
this idea. The transfer of both the Imperial Bank and the kfc 
insurance companies to public ownership also led to the same 
result It would appear there will be a considerable amount of 
collaboration and co-ordination among the \ anous institutions m the 
field of underwriting under the leadership and guidance of tic 
I C.I C I , but stJ] jbere is need of a formal consortium 2 nd the 
question should be re-considered m the light of the growing need and 
expanding capital market of the country In particular the tanks 
should be encouraged to participate in the underwriting op'rations 
ofICICL, with growing interest in the corporate securities, the 
expansion of the capital market and of the coming in the idem cl 
socialist society, the importance of ordinary <mall investor and 
consequently of a consortium 1 has increased 2 II the more now 
The small imestor of today needs the protection and guidance 01 
as mtermedisn atstttatiox bat tna <ptcralrzcd A s&xladpa ** invest- 
ment practices. 

Besides, the LIC and the I F C as the two leadme financial 
institutions of the country should take more interest in undrr- 


A move is afoot lo fc-m a coDsortum of credit finaneng tnswiAtcasinih 
country to b<xld up 2 sound capita! market. Tins *as d sdosed 
Mehta. Chairman of the LC-I C L at Bombs' , tem-ards the end « ~r.' 

1962. A forma! meeting v-as held some time ago at , , 

of a consortium had an o\ erwhelsnag support. The corrscrtisra 
fUll\ rerres' N ntaiive body of all financial institutions *3 me couzc t' - 
ding the LXC~ the LF C-. courn-roal banks and other msuenuons in t-t 
field. 
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writing of shares and should liberalize their operations in this 
respect The I T C is a great potential institution, provided the 
Central Government allows it greater latitude and Parliament pays 
due regard to its autonomy Similar is the case with the L I C , Us 
investment policy should be made more flexible under the provisions 
of the Insurance Act 

At the same time the Government should also consider the 
question of promoting the development of investment trusts which 
form an important adjunct to the underwriting organization in 
England and America It would be necessary for this purpose to 
devise a tax policy which docs not bear harshly on investment 
institutions There should also be special legislation governing the 
investment of funds by investment trusts so that they serve the 
national economy and not particular groups of industrialists Only 
those investments laid down in the special legislation should be 
granted special tax treatment 

J. Legislative Protretton to Investors The growth of 
investment habit and the capital market is largely conditioned by the 
statutory measures adopted to protect the investor The funds which 
pass through the capital market arc placed in the hands of others by 
the investor either permanently (in the ease of investment in shares) 
or for very long periods (in the ease of investment in debentures or 
purchase of life insurance policies) Jt is of the utmost importance 
that there is fair amount of security for the funds so invested There 
is a fairly adequate legislative framework in Indi i for the protection 
of the investor The measures consist of the following 

(1) The Indian Companies Act, 1956 

(2) The Securities Contracts (Regulation) Act, 1956 

(3) The Insurance Act 1938 together with the Life Insurance 
Corporation Act of 1956 

(4) The Employees' Provident I und Act and Rules, 1952 

(5) The Capital Issues (Control) Act, 1947 

(6) The Banking Companies Act, 1949 

Indian Companies Act, 1956 has made considerable changes in 
the procedure with regard to the issue of prospectus, allotment of 
shares, terms and conditions on which companies may be floated, 
and the capital structure of companies The particulars that a 
company is required to disclose in its prospectus have been consi- 
derably enlarged to place the investors in a much better position 
than they had been earlier to assess the intrinsic merit of a 
new issue The poiicrs of m waging agents have been considerably 
curtailed 

The Securities Contnets (Regulation) Act, 1956 is the first 
all -India legislation which provides for a general apparatus for the 
control or dealings in securities It permits only those stock 
exchanges to function which arc recognized by the Central Govern- 
ment All stock exchanges other than those recognized arc declared 
illegal. 
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rities, local sel f governments, etc , get their securities easily listed, 
while a certain amount of discretion is exercised at the time of listing 
of industrial stocks and shares The stock exchanges ensure that 
the scrips of good projects alone are taken on the list and that the 
indifferent or bad propositions are left out Thus, they provide an 
extra safeguard to investors, m addition to the one got from the 
screening done by Government at the time of sanctioning capital 
issues to promoters under the Capital Issues Control Act and Licens- 
ing Regulations etc 

Like the Company Law, the stock exchanges, in amorphous or 
organized form, have existed for nearly a hundred years, both having 
sprouted in the fifties of the last century There were seven stock 
exchanges in India on the eve of the second World War But the 
speculative prospects of war-time business led to the establishment 
of many more during the war period As a matter of fact, no less 
than six rival stock exchanges came to be established in Ahmedabad 
alone Five more were also established in Lahore, one in Delhi, 
one in Kanpur and one in Nagpur By 1945, the number of stock 
exchanges in India came to 21, exclusive of unorganized ones, Katm 
market, etc Too many stock exchanges and diversity of rules and 
regulations among them relating to membership and trading, and 
the post-war crash of 1946 all combined together to compel the 
Government to enact the Securities Contracts (Regulation) Act in 
1956 Under tins Act, only seven stock exchanges have been 
granted licence to operate in this country They arc the stock 
exchanges at Calcutta, Bombay, Madras, Delhi, Hjderabad, Indore 
and Ahmedabad 

A total of nearly 2,200 Government securities and scrips, 
accounting for a total value of over Rs 2,500 crores, are quoted on 
the seven stock exchanges of the country The total number of 
Central and Provincial Securities, loans and debentures floated by 
certain Port Trust authorities and Municipal Corporations, State 
Electricity Boards and State Transport authorities is 195, accounting 
for a total nominal value of Rs 1,800 crores The number of 
industrial scrips is about 2,000 including scrips of a few foreign 
companies, the value of the scrips of Indian companies being 
Rs 695 crores issued by 1 150 joint-stock companies Thus, a total of 
4,400 shares and securities of the total value of about Rs 5,000 crores 
are dealt with on the seien recognized stock exchanges Of the 
industrial securities 61 0 o are ordinary shares, 31 a 0 preference shares 
and 8" 0 debentures Cotton, tea, jute, engineering including iron 
and steel, banking and insurance, coal mining, sugar, electricity, 
etc , are the industries which are popular on the stock exchanges 

Reform of Stock Exchanges Before the Securities Contracts 
(Regulation) Act was passed in 1956, there was no Central Act to 
regulate the working of stock exchanges on a national plane and to 
prescribe uniform rules and regulations They functioned as ‘private 
clubs* governed by the sets of rules and regulations framed by a small 
group of persons — the members of the stock exchanges concerned 
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Different rules prevailed in different stock exchanges and the Govern 
ment had no effective reserve powers to intervene in time of hectic 
speculative activity as was noticed in 1937, 1946 or 1955 The 
present Act has brought the stock exchanges under the surveillance 
of the Central Government 

Under the provisions of the Act, no stock exchange can operate 
m the country, unless it has obtained a licence from the Central 
Government All stock exchanges are now required to have their 
rules and regulations approved b> the Central Government Uni- 
formity of practices in this regard is now being sought to be achieved 
by the Government 

The Central Government has also the power of calling penodi 
cal returns, of inquiring into the affairs of a stock exchange, of 
withdrawing the recognition or of superseding the governing bodv 
of a stock exchange Under the Act no person other than a 
member of a recognized stock exchange can deal in securities in 
a notified area Option dealings in securities have been prohibited 
All transactions (other than those specified for settlement through a 
clearing house) should be on ‘spot delivery contract’ basis Only 
individuals can now become members of stock exchanges All 
members are now required to put in a security deposit They are 
also required to keep and maintain a prescribed set of books of 
accounts 

In spite of strict regulations imposed by the Act, it is wrong 
to suppose that there is no further scope for the reform of stock 
exchanges 

It is estimated that out of 7,300 public companies at work in 
the country, only 16 0 o enjoy the privilege of their shares being 
quoted on the stock exchanges That is to say, in our country, the 
shares of only one out of six joint stock public companies are listed 
on one or more of the seven national stock exchanges Secondh, 
the Government companies m the corporate sector do not have an' 
of their shares quoted on the stock exchanges Thirdly , a great 
majority of the companies quoted on the stock exchances belong 
to the higher strata and only a small number of the smaller size 
companies has made its way into the stock exchanee lists Fourthly, 
the data relating to the working of stock exchanges are verv scantv 
and as such no study of the extent of speculative activities is possible 
before a crisis develops and affects the fortunes of genuine investors 
and jeopardizes the economic development of the country To give 
just an instance, today, we have no information relating to the 
volume of the cash and forward transactions total turnover on the 
stock markets, volume of transactions carried over, squared up and 
actually delivered with which we could gauge the imbalances 
appearing on the markets The exact scope of the missing data 
and the feasibilitv of their collection will have to be looked into 
carefully in the context of the Securities Contracts (Regulation) Act 
and the by laws of the Stock Exchange Regulations approved bv the 
Government 
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A review of recent trends in the Capital Market 

The Indian Capital Market displayed a state of buoyancy 
during the years of the second World War and a few years thereafter 
(till 1950), but it suffered a set back in subsequent years The situa- 
tion turned for the better in January 1958 and displayed a rising 
tendency on account of rising tempo of economic development The 
buoyancy in the share market noticed since January 1958 and the 
easy conditions were, however, of a short duration and lasted till the 
end of 1962 As a sequel to the declaration of the emergency in 
October 1962 there was slackness following the landslide in the share 
markets The transition of the market from a state of bullishness 
to one of bearishness was brought about mainly by apprehensions of 
heavy taxation to meet the mounting costs of defence following the 
Chinese aggression and by the bears of the possible effects of 
such heavy taxation on industrial growth and corporate earnings 
The depressed state of the capital market initially developed m the 
wake of the Emergency and the severe measure of the 1962-63 and 
subsequent budgets has continued to be extremely depressed and has 
tended to wilt further in the face of successive blows to investment 
confidence, viz , the combined influence of monetary, fiscal and 
political factors The result is that even prosperous and well manged 
companies find it extremely difficult to raise fresh capital, particularly 
in the form of risk capital, from the open market 

The Reserve Bank’s weekly AIMndia index of Variable 
Dividend Industrial Securities (base 1952-53 = 100), after advancing 
to an all-time peak of 195 6 during middle of May 1962, stood at 
188 0 during the last week of August and early September There- 
after the index began to decline and registered a precipitate fall to 
168 7 towards the second week of November 1962 A landslide in 
share values took place on November 5, on heavy selling pressure, 
necessitating the temporary closure of two of the stock exchanges, 
Bombay and Ahmedabad After brief spells of steadiness, the index 
again went down sharply and touched 160 3 by the end of March 
1963 showing a decline of 35 3 points in about ten months With 
a slight recovery during the year 1963 64, the index again fell 
further to 157 8 in March 1965 and has continued to decline 
further 

The gilt edged market was in a process of adjustment to the 
higher yields offered on the new Central and State loans issued in 
July and August 1962 and 1965 and the upward revision of the 
Bank rate in January 1963, September 1964 and February 1965 In 
this process of adjustment the prices tended to decline, the Reserve 
Hank's AYl -India Index of Government ol India "Securities (base 
1952-53=100) declining to 98 7 by the end of March 1963 and to 
97 9 by March 1965 During the period almost all the loans 
registered net declines 

The reasons far the sluggish state of affairs m the capital market 
are partly political and partly economic High m the list stand the 
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pohttcal ones the Chinese menace, Pakistan's bellicose attitude and 
nacked aggression in August 1965 and the gradual disintegration of 
the Congress Part) as evidenced b> group main in most of the 
States The economic causes are mans and v aried 

(1) To some extent the depressed state of the stock exchanges 
is a sequel to a long period of boom A boom has to end at some 
time or the other , it cannot last for ever The boom starting m 
January 1958 came to an end towards the close of 1962 decixnelv 
at the hands of the Chinese Communists This could not be helped 
But a lesson can be learned that care should be taken to see that 
another boom of that t>pe does not emerge again. The aim should be 
a steady appreciation m equilv values that can be sustained b\ the 
performance of corporate sector through fiscal incentives and appro- 
priate adjustments in economic policies of the Gov eminent- 

(2) The pace of industrial progress has suffered a disttrct setback 
for more than one reason (a) shortage of foreign exchange and 
the consequent restrictions on maintenance imports , (b) imposition 
in February 1965 of an additional 10% import duty , (c) scarcity of 
power, fuel and transport and to some extent, even finance, and 
(d) diversion of real resources to defence The result of all this is a 
setback to the rale of national savings 

(3) Besides, the profit-margins of almost clJ industries hate 
been adversely affected by high cost of raw materials and wages, heavy 
incidence of excise duties not all of which could be passed on to 
the consumers, exports at losses, fixation of unremuneralive prices 
payable to manufacturers where there are controls, and, above all, 
the increase in the burden of direct taxation He reduction m net 
profits of companies have meant a reduction m dividends disillusion 
mg many an investor who had bought equities at high prices m the 
expectation of an increase in dividends 

(4) The high corporate taxes and their rising trend in recent 
vears is also an important reason leading to low capital formation 
m India The proportion of corporate taxes to total profits in India 
vanes between 51 to 53% as against 32 to 34% m U K-, 42 to 44 ‘ , 
in USA- and 38 to 42% in Japan The high tax burden on 
companies is responsible for downward trend of retained profits 
which adversely affects growth of corporate sector 

(5) The decline in the new issues activity is partly attributed 
to the stagnant level of national savings during the period of Ibe 
Third Five Year Plan 

(6) The ideological predilections of the Government have «iHc* 
resulted in wastage of capital and the formation of high cost indus- 
trial units One has particularly in mind the policies designed (a) to 
reserve certain spheres for the public sector, (b) to check monopolies 
as well as concentration of economic power, and (c) to encourage 
large-scale industrial co-operatives These policies have retarded 
the" country's economic progress and thereby the rate of capital 
formation- 
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(7) There was a sizable amount of fooling of attestors by com- 
pony promoters who manipulated to quote at fantastic premiums 
the shares of new companies even before they were listed m the 
markets, largely as a result of artificial deals in them and presents 
tionofarosy picture of the prospects of their companies , difficul- 
ties were underrated and the possible advantages of foreign 
collaboration were exaggerated They attracted to stock exchanges 
a lot of people who wanted to get rich overnight Many sold their 
investments in other assets and bought shares Others entered with 
borrowed capital As the shares of existing companies went up 
sky-high, those of new companies were keenly sought after on the 
theory of entering the house through the basement This appetite 
was whetted by the manipulations of a large number of company 
promoters The artificial boom conditions attracted stages of vary- 
ing calibre and strength When it burst, they got scared and ran 
away leaving the investor in a helpless position 

(§) Not all the company promoters deliberately misled inves- 
tors They hate themsehes been badly let down by the public sector 
in regard to the provision of power and transport facilities, in sanc- 
tioning licences for the import of plant and machinery and in 
fulfilling the various promises held out at the time the projects were 
mooted In the last mentioned respect, some of the State Govern- 
ments in particular are to be blamed Further, the difficulty in 
getting land for putting up industries has been accentuated by the 
invalidation of the land requisitioning powers of State Governments 
by the courts of law Many engineering units have not received the 
basic steel products they had been promised by the public sector 
plants The net effect of these developments is disappointment to 
investors, including the L 1 C as the fulfilment of their expectations 
has been delayed 

(9) Chinese incursion and continued threats and Pale istam aggres- 
sion have considerably aggravated the situation As a result of needs 
of defence and development, the Government’s requirements of funds 
suddenly spurted up and the Central Government's budgets of 
1963 64 and 1964-65 were much more harsh than was generally 
expected There was an alround increase in taxation 

(10) The policy of credit squeeze and increased bank rate m 
quick succession have added fuel to the fire The Bank Rate has been 
raised 5 times since planning started from 3% to 6% and 3 times 
since 1963 (January 1963, November 1964 and February 1965) In 
the summer of 1965, the Reserve Bank issued a directive to commer- 
cial banks to reduce their advances by 200 crores and invest the 
money so saved in Government bills The policy announcement early 
in 1966 by the Reserve Bank has increased the cost of advances to 
commercial banks in all sectors and the result is further scarcity of 
loan capital of commercial banks The financial institutions like 
ICICI andlFC have also stiffened the conditions of loan and 
increased interest rates 

(11) The bearish trend nat further accentuated by (i) the growing 
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international tendon arising from the developments in tie Vietnam 
situation, <ji) fears cf stringent Goieranental measures to hold 
tie pnce line and cf further cuts in imports cf ran materials, (fill a 
shift a planning on account of Chinese 23 d Pakistani aggrrsri 03 ;o 
a a\ ar-lime footing. (i\) the issue b) the Resell e Bank, cm October 
31, 1962 of a direct r\ e imposing for the first time a limit on the total 
amount borrowed in a bank from it for normal purposes and sis 
exhortation to bankers recalling certain i}pe s of advances mdludmt 
those agamst shares. (\) fears of fresh taxation, (n) acute food 
scarcits brought about b> unprecedented drought of 1965 and 2966 
joined hands with an extreme]} fight foreign exchange situation, 
(vu) the provision 10 rrstnct the period of current} cf blank transfers 
contained in the Companies Amendment Act. 3965. (vm) mpo'Su'm 
cf 7| p 0 dividend tax on equm dm den d and 32? r D bonus lax, eta. 

Among ihe reside’ on mco'\trrs undertaken by tht rforf- ezzhzv- 
gev of the countn m order to check the excessn-r spsculatne acmfi} 
and the depressed sta>e of the markets, mention max be made of 
(i) the intensification of the uniform automatic margin svstem which 
had been in force on zJl stock exchanges since 'December 2952, 
(u) the rnntroducfion of special deposit maimg-up prices. (m) a 
new system of margins under which members had to drposa fixed 
amounts on fresh sides, (n) lie curbing of jobbing business or its 
total stoppage, {%} the fixation of mnumum prices for securities, 
<vi) the introduction of compulson cam -over, and (v5) the redur- 
tion m trading hours. 

The senes of measures undertaken by He Gcir^fc^ 10 
rex-ix e the capital market and to stimulate capital formation mrinde : 
(i) the grant of a loan of Rs. 10 cro'-es each 10 the Industmu 
Finance Corporation of India 2 nd the Industrial Credit and Invest- 
meet Corporation of India during lie last }ecrs of lie Third 
Flan m order to enable them to imdemnir 2 nd nupp o*t new 
public issues, ( 11 ) the setting up of the Unit Trust of India (Feb- 
196?) to mobilize saungs m o^der to complete tie large rm r strum* 
programme before the coimtn, (in) the establishment of the Indus- 
trial Development Bank of India Dub 396?). (h) lie pursuit of a 
vigorous polic} b} the State Bank of India to hjlp small-scale indus- 
tries. <s) the readiness of the LD S L 10 help the barking to 

provide medium-term loans to ndcstrv. (vi) the adoption b> the 
Resen e Bank of India of 3 more posjjve credit polio) to meet the 
demands for p*oducm e purposes, (in) granting of permissrtn to the 
recognized stock exchanges 10 resume forward trading omder certain 
conditions (June 1953) and allow some relaxation m the n-stem of 
margins ( J ul\ 195?) 2 nd the adoption of 2 more flexible and liberal 
pohex in regard lo the control over capital issues, (rui) raising of the 
exemption limit in respect of industrial licensing as v\ ril as capital 
issues from Rs_ 30 lakhs to Rs. 25 lakhs, and fix) the assurance b) 
the Government that approved private sector projects. whim were 
reads for iirrpl emeutati on. were not held back for "Bant of rupee 
f-ny-nee. fx) g’Mng to individuals 3 number of fiscal reliefs designa- 
te induce s' greater flow of personal ■savings, (xi) nrumuricrmeut 01 
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selective tax concessions to a wide range of industries during 1964-65 
with a view to stimulate production and exports and to encourage 
their expansion and development, (\n) announcement m December 
1964 of an incentive scheme for investment in equity shares of new 
industrial companies in the form of tax-free tax credit certificates, 
(xm) exemption since March 1964 from the wealth tax for a period of 
5 years the investments in equities of industrial companies issued for 
the first time, (xiv) enhancement of development rebate in respect of 
new plant and machinery installed after March 31, 1965, by specified 
industries from 25% to 35%, (xv) relaxation of (11 industries, in 
May 1966) industrial licensing procedures relating to expansion and 
diversification of production as well as for the establishment of new 
units , (xvi) the abolition of bonus tax, reduction in the company 
sur tax from 40° 0 to 35% and exemption of companies from 7 5% 
dividend tax in respect of their distribution up to 10% of paid-up 
equity capital in 1966 67 

The National Council of Applied Economic Research suggests 
certain measures' in order to revive and correct the sluggishness of 
the Indian capital market (1) Since unaccounted money— a large 
volume (about Rs 1200 crorcs) of which exists in the country— can 
easily flow into several forms, like gold, land, buildings, commodity 
stocks etc , while it has to be rigorously accounted for if it comes in 
the form of industrial shares, the former must be made relatively 
unattractive by enforcing stricter controls and imposing additional 
tax burden on such forms Secondly, steps should be taken to make 
industrial securities attractive (2) A new company pays the basic 
corporate tax of 55% and intercorporate dividend tax of 25% 
This double taxation produces a heavy aggregate burden on inter- 
corporate investments and discourages the existing companies to 
diversify their industrial activities by starting new ventures There 
should be the reduction of the overall burden of these taxes A 
reduction in these taxes would not reduce the total revenue to the 
Govt since lowering of the tax burden should help promote wider 
industrialization and taxation base which can compensate any loss 
of revenue (3) Just as the income from Government securities and 
the Unit Trust of India is treated as earned income, dividend income 
should also similarly be treated as an earned income in order to pro- 
vide an incentive to the shareholders (4) Permission should be granted 
to invest partly the Provident Funds in industrial securities (5) In 
order to tap the savings of individuals with moderate means, more 
unit trusts should be set up and private enterprises encouraged to 
enter this field The unit trusts that come up in the private sector 
will help create a healthy competition among various trusts for they 
N.vUce&wd thetr area of operation !& reieh Ah prtirnS.'ri xwestevs 
(6) A good deil is possible by a joint responsibility of all the partici 
pints in the capital market— the companies the stock brokers and 
the stock exchanges— to ensure that adequate information is given 
and publicity done to keep the individual investor well informed 


1 NCAER— Capital Market in a Planned Tconoroy 1966 pp 71-73 
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by any company other than a banking or an insurance company or a 
provident society incorporated as a company arc exempted from 
the provisions of the Act The exemption limit does not apply 
to the issue of bonus shares by capitalization of reserves or share 
premium, for which Government permission under the Act is Mill 
necessary irrespective of the amount of issue involved 

Trends in capital issues 

Joint-stock companies at » cork 


Year 

Number 

Paid-up capital 
(Rupees in crores) 

1950-51 

28,532 

775 

1955-56 

29.874 

1,024 

1960-61 

26,149 

1,819 

1961-62 

24,975 

2,019 

1962-63 

22,622 

2,256 

1963-64 

26,002 

2,460 

1964-65 

26,653 

2,636 

1965 -66 

27,141 

2,875 


It is noted from the amount of paid-up capital of joint-stock 
companies during recent years that there has been a continuous rise 
in (he amount of capital raised by the companies in spite of the 
control The total paid-up capital of all joint-stock companies at 
work in India was Rs 775 cr ores in 1950-51, i e., in the beginning 
of the First Five Year Plan It rose to Rs 1,024 crores by the end of 
the Plan, showing an increase of Rs 249 crores over the five years 
or about Rs 50 crores per year During the period of the Second 
Five Year Plan, there was greater rise, the total amount going up to 
Rs 18 19 crores by the end of the plan, i e , an enhancement of Rs 795 
crores or Rs 159 crores per annum In the five years of the 
Third Plan the increase was by Rs 1056 crore or Rs. 21 1 crores per 
annum This increase since 1956 was in spite of the fact that there was 
a substantial reduction m the number of companies at work between 
1956 and 1963 as a result of the process of elimination of moribund 
and inactive companies from the register of live companies by the 
Cemps/ry 2>»’ A&m/fxtrat/tvr 

Separate data for non-Governmcnt companies arc available 
only from the year 1 956 The data indicate a continuous growth of 
the private corporate sector , the increase in paid-up capital of non- 
Government companies was Rs 314 crores during the Second Plan 
period and a further Rs 297 crores was added in the first four 
years of the Third Plan There was thus an average annual increase 





242 Elements of Corporation Finance 

of Rs 68 crores since the beginning of the Second Plan The 
total paid-up capital of non-Go\ eminent companies at Rs 1,569 
crores at the end of March 1965 constituted about 60 o o of the 
total paid-up capital of both Government and non Government 
companies (Rs 2,636 crores) As between public and private 
limited companies in the private sector, the former accounted for 
about three-fourths of the total paid-up capital of non Government 
companies, although in numerical strength thev constituted less 
than one-fourth of the total number of non Government companies. 

Paid-up capital of Government and non-Gorernmenl 
companies 


(Rupees in crores) 


I cor 

Goit 

Companies 

Ao/i-Goi/ 

Companies 

Total 

1955 56 

66 

958 

1024 

1956 57 

73 

1005 

1078 

1957 58 

257 

1049 

1306 

1958-59 

429 

1087 

1516 

1959 60 

477 

1142 

1619 

1960-61 

547 

1272 

1819 

1961-62 

629 

1 389 

2019 

1962-63 

786 

1470 

2256 

1963-64 

960 

1499 

2460 

1964-65 

1067 

1569 

2636 


New issue activity has been growing since 1951 consistent^ 
with the growth of the corporate sector Although there have been 
fluctuations from jear to vear, the magnitude of new issues has 
increased from less than Rs 5 crores in 1952 to Rs 61 crores in 
1960 This rising trend in new issue activity continued m subsequent 
jears and the magnitude of new issues rose steeplj to Rs. 98 crores 
by 1962 (including debenture issue of Rs 30 crores bv Oil India 
Ltd — an undertaking jomtlj owned b\ the Central Governn , '*m 
and a private sector companv) There was, however, a sharp set- 
back during 1963-64 as a sequel to the declaration of the Emcr 
gency in October 1962 as a result of which the amount of new issues 
declined to Rs 54 crores but even then this figure was higher th 30 
in an> >ear prior to 1960 There was substantial increase during 
1964-65, the amount having gone up to Rs ?0 crores 
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t sates of fresh capital 


(Rupees in crores) 


Year 

Ordinary 

shares 

Preference 
f hares 

Debentures 

Total 

(951 

43 

1 3 

23 

79 

1952 

29 

04 

1 4 

4 7 

1953 

72 

04 

49 

12 5 

1954 

20 4 

24 

10 4 

33 2 

1955 

>63 

44 

55 

26 2 

1956 

33 l 

10 S 

l 6 

45 1 

1957 

19 1 

20 

37 

24 8 

(958 

17 S 

3 1 

53 

25 9 

1959 

28 9 

97 

46 

43 2 

1960 

52 0 

53 

4 1 

61 3 

1961 

58 9 

4 5 

1 1 

64 5 

1962 

63 2 

26 

38 0* 

103 8* 

1963 

47 8 

30 

30 

53 8 

1964 

64 8 

42 

no 

800 

1965 

67 76 

9 85 

21 12 

98 72 


Nate —The data relate to non Government public limited companies 


The period 1959 to 1962 (until the declaration of the Emcr* 
gcncy m October 19621 was a boom phase for capital issues as 
the investment climate remained favourable as a result of the 
growth prospects at industries in an era of planned development 
and prospects of capital appreciation in the context of the continued 
bullish trend in stock markets The Reserve Bank's index of variable 
dividend industrial securities rose by 30°, , in the two years 1958 
and 1959 and by another 24°„ between 1960 and mid 1962, the total 
rise in the boom phase in the stock markets, lasting about 4 i years 
from January 1958 to June (962. being of the order of 60% The 
risjng trend of capital issues over the years -would also suggest the 
growth of mvestible funds combined with the growing investment 
interest among the new middle class investors The magnitude of 
new issues which had increased from Rs 26 crores in 1958 to 
Rs 43 crores in 1959, rose to Rs 61 crores m 1960. Rs 65 crores in 
1961 and further Rs 98 crores in 1962 The appreciable rise in 
equity issue from Rs 17 crores in 1958 to Rs 68 crores in 1965 
would indicate the growing popularity of equities among investors 
and their willingness to provide risk capital to industry in the 
context of the prevailing favourable capital market conditions 


including debenture 


for Rs 30 crores by Oil India bid 
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Medium-term Finance in India 


As alreads stated medium-trm finance is car which as seed'd 
bv industrial units for periods r 2 mnns for one to five seers. lionch 
the committee cm State Industrial Finance Gorpomticn an Wes* 
Bengal (1951) regarded si from one to ten sears 2 nd tie Shroff 
Committee (1954} endorsed this view The Refinance Corpomura 
for Industry, the specialized institution of »edmm-lrrm finance 
in India formed an 195$, used to grant loans to tbpble institutions 
for periods between 3 and 7 sears and extend the period Jo 10 2 cars 
in special cases The practice of European countries an corral ss 
to recard tnedium-lenn finance for periods rannnt from one so fhc 
sears. Thus, there cannot be an\ repdit> about" it. The penod of 
medium 'term finance mas san fromcorntn lo country, from indnx- 
tn to industry 2 nd fron*unit "to unit. One lo snm or even ten 
3 ears, how-rv er, seems to be more nearer practical considerations. 

Medium-term finance is usualh required b> jndustrv for 
purposes of extensions and replacnn-mts. It is also sometimes 
needed for installation of machinery and equipment or for ratinnah- 
zation purposes. The need for such finance m Indi 3 has increased 
trem'ndousls in the post-w-ar period. The industry w^s ■strained to 
the hilt during the war years, but the w o^L of renewals and replace- 
ments could not be carried on on account of the diSctln of rmptrl- 
ing necessarv parts and equipment. The w orV of renewals and 
replacements, thus, went on accumulating from sear lo 5 ear and 
has assumed large proportions in recent 3 ears. Uni an emphasis on 
industrialization in successive Fhe Year Plans, th* demand for such 
finance has increased trem-ndousb 2 nd is mereasme dz\ bv da* 
The decline of the pnneeh states 2 nd the abolition of the Ztca* 
dan ss stem have further ageravated the problem. Th' supplv of 
capital is adequate for the normal needs of the economy bet not 
adequate for abnormal demands of wide magnitude 
Sources of medium-term finance 

Broadh speaking, the sources of medium-term finance jr s\ b* 
grouped into t»o classes ; ( 2 ) J'ZrrrzIfni’-re and (b) Ejaemzlf’isrcr 
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The former relates to the ploughing back of industrial profits and 
the latter is supplied by outside agencies 

Internal Finance Though internal finance through ploughing 
back of profit is by far the most important source of finance for 
the expansion of fixed assets, it is not always adequate in ail cases 
The newly established industries and medium-sized concerns gene- 
rally have to encounter great hardships in the matter of such finance 
cither for expansion or for rehabilitation The day to day infla- 
tion resulting in higher and ever higher costs of working the ever 
rising wages paid to labour under threats of strikes, the growing 
pressure of taxation and other similar developments Jnvc consider- 
ably curtailed the savings of Indian industries m recent years 
Thus, internal finance proves inadequate for the growing needs of 
Indian industries 

Fxtcmal Finance The external sources of medium-term 
finance arc 

(1) Issue in the capital market of shares and debentures , 

(2) Public and private deposits , 

(3) Government credit , 

(4) Loans from non banking sources, (i c the Industrial 
Finance Corporation, State Tmancc Corporations Industrial Credit 
and Investment Corporation, Industrial Development Bank of India, 
Unit Trust of India, etc ) , 

(5) Loans from the banking system 

Shares and debentures— Market trends show that, while capital 
is rather shy in regard to new issues, it is available for issues of 
existing concerns for purposes of extensions and expansions Shares 
and debentures, however, arc not a very popular method of financing 
small and medium sized industrial concerns Only large concerns 
resort to this method of finance 

Public and private deposits — What has been said above about 
shares and debentures is also true about deposits Deposits are a 
source of limited utility and arc available to a limited class of 
large industries 

Government credit— Governments both at the Centre and in 
the States have taken steps to enlarge financial facilities at present 
available to industry These facilities, however, arc generally by 
way of occasional relief usually to small-scale industries and not 
of general nature so as to benefit all industries requiring finance 
The amount of finance made available is also in the form of very 
small loans It is not much of an industrial value for effectively 
fostering production Moreover, the intention seems to be gradually 
to replace it in a planned manner by institutional credit 

Institutional credit— The Industrial finance Corporation and 
Industrial Credit and Investment Corporation cater to the long- 
term needs of large-scale industries generally They hardly provide 
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medium-term finance. The National Industrial Development Cor- 
poration is meant to promote and develop new industries and does 
not render financial assistance for expansion purposes A limited 
service is rendered in the matter of medium-term finance by the 
State Finance Corporations in general and the Small Industries 
Corporation m a limited field When the^e financial institutions 
were founded, the vision of the country's industrialization was some- 
what narrow m the eves of the Government Hence thev were set 
up with certain definite objectives to serve different needs of our 
industrv. But dunng the First and Second Plan periods, progress 
in the industrial field had been considerable h was therefore felt 
that a new institution was needed to cater to the medium-term 
financial requirements of industrv There was an urgent need for 
an institution which would serve the purposes that were being served 
jd other countries bv discount houses providing finance for those new 
industries which would not attract equitv capital immediate!) but 
which could attract equitv capital when the) went into production. 
The institution was intended to provide medium-term credit to an 
industrv and keep credit going for such time as the particular 
industrv went into production Once the production side was in its 
stride, the industrv concerned could go to the equity market and 
call for subscriptions or to the debenture market- Consequent!), 
the Refinance Corporation for Industrv was started as an institution 
specializing in medium-term finance. 

The Refinance Corporation for Industry Private Ltd- (R.CX) 

Origin — One of the terms of the Agricultural Commodities 
Agreement under P.L. 480 signed between the Governments of 
India and the U.S.A , in August 1956 provided that rupee 
equivalent of 55 million dollars (about Rs. 26 crores) of 'the counter- 
part funds created out of sale proceeds of American wheat, 
should be set apart for relendmg to private enteiprise in India 
through established banking channels. Ultimately, however, it was 
decided to channel these funds through a separate corporation, 
and this resulted in the creation of the Refinance Corporation for 
Industrv Private Ltd., registered on June 5, 1958, as a private 
limited companv under the Indian Companies Act, 1956. After 
the amendment in the Indian Companies Act in 1960, the Corpo- 
ration became a Public Company as its entire share capital was held 
by corporate bodies. 

Object — Though the immediate objective rn setting up the 
Corporation was the disbursement of counterpart funds, its ultimate 
goal was to bridge the gap that existed in the institutional arrange- 
ments available for financing medium-sized industrial unite, in regard 
to their medium-term requirements, such as, installation of machi- 
ner> and equipment, etc. The Corporation thus augmented the 
resources available for the use of medium-sized industrial units in 
the private sector by providing refinancing facilities to its member 
banks and State Financial Corporations against medium-term loans 
granted by them to concerns belonging to this category. 
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Though the progress ot the activities of die RC1 m the 
early years of its existence was Mow yet since I960 it widened its 
area of operations considerably and rendered useful sen tee to industry 
of the country Asm my as 58 banks IS State I in incut Corpora- 
tions and 4 State Co-operative Dinks availed of the refinancing faci- 
lities provided by the Corporation But developments during the 
Third Fjvc Year PI m led to the establishment of a l irgcr institution 
of industrial finance sir the Industrnl Dcsclopmcni Bank of India 
in July 1964 According to a provision m ide m die Act constituting 
the 1DBI, the business of the Refinance Corpcntion was 
taken over by the IDB1 since September 1964 and by July 
1965 the CarporUton was fin illy dissolved Now alt business of re- 
financing of industry has come under the jurisdiction ot the 1 D D 1 , 
which is the only institution of largc-sc tie medium-term (mince m 
the country 

Industrial Development Bank of India (l.D.B.l.) 

The Industrial Development Bank of India was established 
m July 1964 under an Act of Parliament passed in May 1964 It 
was set up as part of a reorganized and integrated structure of indus- 
trial financing institutions in the country geared to the needs of 
rapid industrialization The mam object was to bring into existence 
an apex institution to co-ordinate the activities of other financial 
institutions, including b inks The rote of the 1 D (I l , among 
other things, has been conceived as one of enlarging the usefulness 
of the existing financial institutions by supplementing their resources 
and widening the scope of their activities 

Thus, the myor business of the 1 D III is to provide assist- 
ance to other financial institutions Assistance to other lin incial 
institutions covers such activities as refin mcing of loans given by 
other eligible institutions (specified in the Act or notified by the 
Central Gosernment) and subscribing to their shares and bonds 
as well as guaranteeing their underwriting oblig ilions in connection 
With the share and bond issues of industrial concerns The eligible 
institutions taking advantage of the refinancing facilities of the 
1DBI include 59 scheduled b inks 15 St itc finance Corporations, 
8 State Co-operative Banks and the Industrial fmincc Corporation 
of India and the Industrial Credit nnd Investment Corporation of 
India 

Loans to be eligible for refinance should be repayable between 
3 and 25 years in the ease of I V C , S 1 C*. and ICICI, 
and between 3 and 10 years in the ease of Scheduled and State 
Co operative Banks Besides export credits granted by any of the 
above mentioned institutions for periods between 6 months and 10 
years arc eligible for refinance Thus, the 1DD1 has been 
empowered to provide rcfinmcc to a larger number of fmancnl 
institutions and for longer periods than the Refinance Corporation 
for Industry used to do Besides, there arc no restrictions on miking 
refinance available against loins in terms of sire of concern or size 
of loan. The I.DB.I.now operates all the three schemes which 
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R.C I worked, viz., (i) Scheme for refinancing of industrial loans, 
(n) Scheme for refinancing of export credits, and (hi) the Gm em- 
inent of India’s scheme for guarantee of advances made by specified 
financial institutions to the coal industry m the private sector 

Since the inception of R C I in June 1958, up to end of June 
1966, 1,020 applications for a demand at Rs 162 crores were received 
from financial institutions for refinancing of industrial loans, 
of which 704 applications valued of Rs 105 9 crores were sanctioned 
and the refinance actually disbursed was Rs 82 crores, while the 
amount outstanding was Rs 63 4 crores The amount of Rs 105 9 
crores sanctioned was shared by different institutions as follows 


Institutiomcise industrial loans refinanced 

(1958 66) 



Institutions 

Amount 

sanctioned 

Rs cr % 

Amount 
disbursed 
Rs cr % 

Amount 
outstanding 
Rs cr. % 

1 

Commercial Banks 

84 6 79 9 

64 2 78 3 

48 5 7 65 

2 

State Co-op Banks 

50 4 7 

46 55 

36 57 

3 

State Finance Corps 

163 154 

132 162 

113 178 


Total 

105 9 100 




It may be noted that 80% of the finance sanctioned was to 
commercial Banks, 15% to S F Cs and 5% to State Co-op Banks 


Role of banks 

Loans from the banking system hitherto have generally been 
for working capital as Indian banks, like their British counterparts 
refrain from engaging in financing the medium-term and long terra 
(block capital) needs of industry Term lending by banks has not 
been popular in this country, owing to the weight of British tradi- 
tions in Indian banking With the ratio of advances to deposits 
well over 70% and in individual cases topping even the 80% mark 
it is but natural that the Commercial Banks now lack the credit 
base to carry the load of medium-term finance to industry Of the 
total deposits, those that are repayable on demand constitute 60% 
and those repayable within three to six months some 30%, while 
deposits which have a year to run represent a bare 10% The 
experience of industrial banking in this country has also not been 
happy as was evidenced by the several failures of industrial banks 
set up m the pre-World ar I period as well as in the inter-war 
period How ev er, there is reason to believ e that the Indian banks, 
'like their counterparts abroad, folio h the practice of rolling orer a 
substantial part of their adiances That is to sav, while roost ol 
the credit is formally made on a demand basis, a fair portion of 
this ‘demand’ credit is in effect allowed to run for considerable 
periods either through not being recalled, or if recalled, through 
immediate or early renewal These advances, though technically 
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returnable at short notice, are virtually medium term loans This, 
however, is simply a make-shift arrangement The baffling question 
that is being discussed by banking experts in his country and else- 
where for several decades now is whether it is passible and desirable 
to give legal recognition to this practice so as to make the problem 
of industrial finance somewhat easier than it has been so far This 
question of Indian banks extending their activities into the sphere of 
medium-term, if not long term, financing of industry has been dis- 
cussed at various stages in the course of evolution of the banking 
system The Central Banking Enquiry Committee considered the 
question in great detail over three decades ago The majority of its 
members recommended against Indian banks undertaking term 
financing of industry The Shroff Committee in 1954 also did not 
favour the idea of pressing commercial banks to provide term 
finance to industry It, however, recommended an indirect parti- 
cipation by banks in medium and long-term industrial finance The 
International Monetary Fund Mission which visited this country in 
1953 also made a similar recommendation The conditions, however, 
changed substantially thereafter and provided an occasion for the 
rc-exammation of the question The industrial bias given to the 
Second Five Year Plan and the urgent and massive demand for 
industrial capital, the slow expansion of the public capital markets 
and the general inflationary state of the national economy are the 
factors which have pressed the country to justify the very substantial 
provision of industrial finance by the banking system on medium 
and long-term basis It is pointed out that, on the one hand, 
the proportion of time deposits to demand deposits is rising in 
the post-war years, particularly since 1955, and on the other 
hand, there has come about a revolutionary change in the outlook 
regarding bank deposits The deposits are now considered less 
subject to mass withdrawal than they were in the nineteen thirties 
Further, it is argued that in bank lending no dear line can be 
drawn between provision of credit and provision of capital and in 
practice banks have in many cases been providing medium term 
finance in the guise of short-term advances by renewal and re- 
renewal method. 

Practice in European countries 

These questions have been discussed in detail on the basis of 
factual data collected by the European Productivity Agency of the 
Organization for European Economic Co-operation in a Report 
entitled ‘The Supply of Capital Funds for Industrial Development 
in Europe' published in January 1957 The Report is based on 
the findings of the Agency which studied conditions m the European 
capital market in the years 1952, 1953 and 1954 The Report 
states that significant results have been achieved by setting up 
specialized institutions for longterm lending to industry from 
resources provided by the commerci il banks, and it would be no 
over-statement to say that the banking systems are fairly generally 
expected to do more for financing the capital formation of industry 
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than orthodox views on deposit banking would allow It adds that 
it might be advisable to concentrate on devising newer techniques 
for solving the problems involved than to go on fighting a rear- 
guard action against trends of developments The report reveals 
that banks in Europe are found breaking new ground in the field 
of industrial finance It shows that the banks, without abandoning 
their traditional role as suppliers of short-term credit, are not un- 
willing to shoulder the responsibility for slightly long term credit 
What is perhaps less well known is that the ordinary commercial 
banks themselves do not view with disfavour a slight departure into 
the realm of medium-term financing The Report argues that one 
of the commercial banks’ essential functions is to supplement their 
customers’ working capital by lending them the additional funds 
needed for financing stocks, work in-progress, debtor accounts and 
exports until the proceeds of sales are collected Since stocks and 
work-in-progress are elements in capital formation, it is clear that 
banks do in practice provide their customers with capital year after 
year, and in spite of the conventional views on the short-term 
character of bank credit throughout the normal life of industrial 
firms, much of their working capital is their bankers’ money 

Two important factors have influenced the European banks 
in their decision to undertake medium-term financing The one 
is the higher ratio of time deposits to total deposits in many coun- 
tries than it formerly was , a considerable amount of institutional 
money and enhanced business reserves are left with the banks for 
fixed periods of up to two or three years and even longer the con- 
cern of Governments about depositors’ interest and the measures 
taken in the recent past to protect them, has also led many people 
to expect that the authorities will act without delay if an emergency 
comes and that their action will be effective * The second factor is 
the belief of banks about a hard core of the deposits which is unlike- 
ly to be drawn upon In this connection the Report observes “It 
is probable, though hard to prove statistically, that, for psychological 
as well as structural reasons, there is a hard core of bank deposits 
which is not likely to be severely affected by a sudden rush into liqui- 
dity ” Relying on this assumption and also on their own resources 
m capital and reserves, and on the extensive facilities for mobilizing 
assets through the central banks, some commercial banks seem to 
consider as justified the use of part of their deposits for long-term 
loans to industry 

The report describes the changes in banking practice vvhich 
have taken place in different European countries in recent years 
So far as the U K is concerned, it notes that liquidity has always 
been their leading feature In daily practice, however, there are 
exceptions to text-book principles Moreover, the banks provide 
long-term capital resources by means of their contribution to spe- 


* In India in the recent failure of the Palai Bank, the Government of India 
has protected depositors up to Rs 250 
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cidljzcd credit institutions such as the Industrial and Commercial 
Finance Corporation In spite of statutory restrictions, many of 
the French banks do not limit their transactions to short-term lend- 
ing and many of them exercise a considerable influence on the 
management of the firms financed by them The French Banques ile' 
affairs have tradition illy specialized in providing long-term finance 
either by acquiring shares in industrial and commercial companies 
and ultimately selling the‘e shares lo the public, or by preparing 
and underwriting issues of debentures by such companies In 
Germany, early after the currency reform of 1948 when many of 
West Germany’s mills and factories were ‘little more than heaps of 
rums', the banks bad to provide extensive medium term credit for 
the restoration of industrial buildings and equipment Neither 
official control nor their lending policy has prevented the deposit 
banks in Sweden from making rather long-term loans to Indus- 
trial units This is more or less true of Austria also where there 
has been a tradition of close association between banks and industry 
Austrian banks take an active part in issues or securities on capital 
market All applications for admission of new issues to the stock 
exchanges have to be submitted through a bank which is usually 
required by the Stock Exchange Board to take up 5 U to 10% of every 
issue in order to ensure normal trading conditions for the securities 
issued In Belgium, however the contribution of commercial banks 
to the provision of medium and long-term finance to industry is 
strictly limited, although for nearly 50 years up to 1940 that country’s 
industrial expansion was mainly financed by the banks In Italy, 
too, the position is virtually the same 

India’s need 

In India also similar views have prevailed in recent years and 
a strong plea has been made urging Indian banks to provide 
medium-term finance to industry under the changed circumstances 
of the present time Dr B K Madan, Principal Economic Advisor, 
Reserve Bank of India, in the course of an article entitled ‘Banks 
and Medium-term Credit to Industry’ published in the June 1957 
issue of the Reserve Bank of India Bulletin expressed the view that 
commercial banks in India constituted suitable institutional system 
for providing medium term finance for industry, provided certain 
safeguards were taken That there is need for medium term 
finance from the banking system, though provision of such finance 
by banks has not been popular in this country, as in the U K , is 
evidenced by the common practice among banks of ‘rolling over a 
substantial part of their advances , or in other words, of allowing 
a substantial part of the advances formally made on demand basis 
to run for considerable periods According to Dr Madan, 
such medium-term finance is likely to increase the infla- 
tionary pressures in the economy He, therefore, suggests two 
counter measures m order to check the ev>] effects of mflatidn 
Firstly, the availability of bank finance should be restricted so 
as to avoid over-expansion of credit for speculative purposes and 
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secondl) such finance should be adequate to meet the n'-eds esp** 
ciall> of new mdustnes onh There are certain tvpes of credit s:tu 2 
tions in which commercial banks should be able to pla\ a helpful 
role On the one hand there is the case of large first class estab- 
lished concerns with a good record which ma\ require funds for 
replacement, modernization or minor expansion of machinery ard equip- 
ment where the profitabilit\ and repaving capacity of the borrowing 
industry does not raise dilficult technical problems This will be 
particularly so where a bank is already meeting the working capital 
requirements of an industry and especiall) if it is extending credit 
on a scale and with the facility of renewal which enables the borrow 
me industr) in effect to utilize the funds for medium-term purposes 
On the other hand again there is the category of small industries 
where the technique of assessment of possibilities of profitable deve- 
lopment is, in any case not so well developed, and where credit to 
semi established enterprises may have to be babied on character and 
creditworthiness over and above mortgage of assets 

All this should hold good provided the bank s lack of medium 
term and long term resources is made good and the schem** is 
administered with adequate safeguards for the liquidity and stability 
of the banking structure b> not allowing them to use am of their 
own short term resources for |he purpose The proposed enlarge 
ment of the bank s role in the sphere of finance for industry 
means an ideally satisfactory arrangement and ma> not, md~d, 
be good for all time to come But for the time beme, owing to the 
urgencj of adequate response to the growing demand> of rapid 
industrialization, it is necessary to use the available resourersef 
banks to the best advantage for the purpose A certam amount 
of combination of functions or multi purpose growth of the bank ms 
structure appears therefore unavoidable The enlargement of medium 
term assistance b\ banking system need not involve an) radical 
departure from the traditions of Indian banks As the law stands at 
present, there is no legislative prohibition of medium term or even Jong 
term advances by the banking system against the security of (and for 
the purpose of financing) fixed capital subject to the observance of 
liquidity ratio as required in terms of Section 24 of the Barking 
Companies Act 

Citing the example of the US, where eveD an unknown 
man with a sound industrial scheme could obtain credit assistance 
from a bank or a group of banks and where technical assistance was 
also given to a prospective industrialist to improve upon bis scheme 
Shn H V R, Ijengar Governor of the Reserve Bank of India said 
at a press conference sometime back that Indian banks should take 
bold steps in developing term ‘lending to assist industrial progress. 
Similar suggestions were made to Indian banks at a Seminar cn U.S 
Banking and Investment organized at New Delhi bv the Technic^ 
Co-operation Mission in March 1960 The Seminar discussed ire 
desirability of Indian banks adopting some of the investment pr3C 
tices obtaining in the U S and thus plaving a more effective role in 
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the economic development of the country Speaking at the Seminar, 
Mr. B R Bhagat, Union Deputy Minister of Finance, said that 
banking and investment methods m India required to be modified 
in the light of the changing needs of the country’s developing 
economy He commended the grant of fairly long-term loans by 
banks to industrial concerns and felt that this was possible under the 
changing pattern of resources of credit institutions In his opinion 
the responsibility of banks managements to utilize their increased 
resources in ways which would help five-year plans and not infla- 
tionary or speculative activity was correspondingly great The 
Reserve Bank of India m its annual report for 1959 on the ‘Trends 
and Progress of Banking in India’ also suggested that large Indian 
banks should extend medium-term credit to industry The report 
says the pattern of planned development to which Indian economy is 
committed makes it incumbent on banks to enter new lines of busi- 
ness and term lending to industry is obviously a new line of activity 
which banks with large resources can consider to the benefit of the 
economy as well as Ihemsehcs 

The banking system in India and abroad has acted favourably 
to these ideas and ideals in recent years A study of contemporary 
banking in Europe, America and elsewhere shows that banking in 
each country has been conditioned according to its national require- 
ments The new lines of business which certain selected commercial 
banks m India haic undertaken or arc likely to undertake safely and 
beneficially are the following 

(a) Consumer credit or personal loans , 

(b) Hire purchase finance , 

(d) Underwriting of new issues of shares and debentures , and 

(c) Deferred payments agreements 

Consumer credit or personal loans 1 The distinction of 
coming out first with a scheme for providing such consumer credit 
or personal loans in this country, goes to the Pandyan Bank Ltd , 
Madurai (Madras State) The scheme is said to have met with good 
success Taking this lead, another bank from South India, the 
Indian Overseas Bank Ltd , announced a personal loan scheme The 
Devkaran Nanjee Banking Company Ltd (Dena Bank Ltd ), has 
also worked out a similar scheme 

Under the Indian Overseas Bank s scheme, ifs customers can 
own a wide range of durable consumer goods such as cycles, scooters, 
motor-cycles, motor cars, radios, electric fans, electric motors, sewing 
m tchmes, furniture, sanitary equipment, refrigerators, air conditioning 
plants, agricultural equipment and X-ray and other equipments for 
medical practitioners The Bank also provides loans for property 


In America it is known by severs I names, some of them which are widely 
advertised are instalment loans, consumer credit, hue purchase, time plan 
personal loans etc 
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improvement and small business and for refinance loans to hire 
purchase agencies 

Only those who has e an account with the Bank are provided 
with personal loan facilities Any one who has the will and capacity 
to repay is eligible to borrow, not on that frightful terra repayable 
‘on demand’, but in easy monthly instalments running as long as 
thirty months All that he should do is to share, in confidence, with 
the Bank full information on his steady income and what he has to 
provide therefrom The Bank s official discusses the loan require- 
ment and sees what he can do to help the customer The borrower 
has then to contact a dependable dealer who can be relied upon to 
sell the article he requires in good condition He has to deposit with 
the bank a small portion of the cost as may be agreed with the Bank, 
and the latter will then pay the dealer the full cost of the article and 
the customer will become the owner of the article 

The Bank recovers the instalments from the customer’s account 
and sends him an advice In his own interest, the customer is ad- 
vised not to buy second-hand goods The goods purchased under this 
scheme certainly belong to the customer, but, until he pays the final 
instalment, he has to give an undertaking that the Bank has interest 
in the goods Naturally, the Bank expects the customer to take good 
care of the goods So long as this is done and the customer continues 
to enjoy the use of those goods and fulfil the conditions agreed upon 
at the time of taking the loan, the customer has unrestricted use of 
the goods 

The minimum amount that one can borrow under the scheme 
is Rs 150 If the customer’s regular income permits repayment of 
loan amounts every month, he can even borrow up to a maximum of 
Rs 10,000 The rate of interest to be charged on the loan is 6 W „ 
per annum and this is pavable in advance on the total amount of 
loan and for the whole period of the loan In other words, it will be 
deducted from the loan amount It saves the customer from the 
botheration of remitting interest monthly, quarterly or yearly The 
following table gives an idea of monthly payment one has to make 
on loans for various periods 


Period 

Amount of 
Loans Rs 

Discount 

Rs 

Net Proceeds 
Rs 

Monthly Pay- 
ment Rs 

30 months 

1,200 

180 

1020 

40 

24 

1,200 

144 

1056 

50 

18 

1,800 

162 

1638 

100 

12 

1,200 

72 

1128 

100 

6 

1,200 

36 

1164 

200 


Penalty for non-payment — Since interest is collected in advance, 
the effective rate of interest on the aforesaid credit will be more than 
6° 0 , varying between 7 0 o and 9° 0 If, however, the customer likes to 
save some interest and repays the loan in advance, he will get a 
rebate of interest In case he is unable to repay an instalment m 
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time, the Bank may permit him to pay the overdue instalment with 
a penalty of 1 P per rupee, provided it is paid before the close of 
the month in which the instalment is due and provided the bank is 
satisfied with the explanation for not piying the instalment in time 
The Bank has, of course, the right to seize the concerned goods if 
the borrower fads to fuJlil his part of the contract, but the Dank will 
do so only when forced to the extreme In the event of the death 
of the borrower before instalments arc paid, the burden of repayment 
will fall on the family In order to avoid this the customer has to 
take out a life insurance policy and assign it to the Bank Incidcn- 
tally, the scheme provides a fillip to life insurance business also 

A peculiar feature of the Dena Bank s scheme is that the 
personal loan will be a clean one and will not be secured by the 
goods, as is the ease with the Indrni Overseas Dank s scheme 
Secondly, if the borrower dies during the currency of the loan the 
burden of repayment will not be cast on the family, and the Bank 
will write off the loan !n order, however to cover the loss, the 
Bank will take out a life policy and get the amount of loan due 
from the insurer In this case the premium will, no doubt, have 
to be borne by the borrower but this will be small and included in 
the amount of discount which will be deducted from the loan amount 
m advance 

Ad\antages—The personal loan scheme has fourfold adiantnges 
In the first instance it is a beneficiary loan, helping customers to 
equip themselves with the ordinary comforts of life or to m ike a start 
in business or profession Secondly, it will lead to an improvement 
tn the standard of life of the borrower Thirdly it may help him 
get a rebate on income-tax Fourthly it creates consumer demand 
for goods which arc not mlhm the reach of the fixed income or low 
income group and thereby assist the industrial development of the 
country 

Personal loan or consumer crtdn as it is known in the US, 
promotes consumer demand by creating a market, boosts production, 
increases employment opportunities, adds to tax reienuc and ghes 
an upswing to national prosperity It broadens the incidence of 
consumer demand, ei ens out purchasing power and balances price 
relationship Secondly, consumer credit gives fillip to consumer 
industry towards a balanced economy Disproportionate weightagc 
to basic industry without adequate development of consumer industry 
can well pose serious problems on the price front and inflation 
control And while basic industries arc being established under 
state initiative as the keystone of nrtioml economy, consumer 
industries, numerous and varied hive to rest necessarily on the 
initiative of private enterprise, and no entrepreneur can stand it 
without a market Again, consumer preference will be a guide to 
ntionilization since the ultimate success of an industry will rest on 
its ability to satisfy consumer wants 

Consumer credit mUS is a measure of widespread owner* 
ship of bouses, automobiles, household appliances and all other 
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consumers’ durables A third of all retail sales in the US is on 
credit and instalment credit and has fulfilled the twin functions of pro- 
moting consumer demand and releasing the production potential 
of factories Dealers have to secure buyers for about 6 million new 
automobiles every year, a greatly excessive number of used cars, 
refrigerators, washing machines, television sets, etc While sales 
finance companies, consumer finance companies, personal finance 
companies — institutions which assume credit and collection functions 
for their customers by purchasing their receivables without recourse 
to customers for credit losses — have done yeoman service to popu- 
larize this mechanism, the effective stimulation of consumer credit 
is started with the participation of commercial banks 

A bank executive characterized the ‘personal loan’ as another 
version of democracy in the U S , the man in the street can 
obtain credit with the same ease with which the General Motors 
Corporation can- Each bank has tried to outwit the other in 
personal loans service and now this financing covers practically all 
sort of loan requirements payment of medical bills, taxes, insurance 
premium, making cash purchases, going on vacation, etc , and ‘edu- 
cation loan plan’ for tuition fees, automobile financing for new and 
used cars, instalment credit for home appliances, group loans to 
cover almost the whole household requirements, say at the starting 
of life by newly married couple, moving to more spacious bouse, etc , 
property improvement loans for modernization, repairs and exten- 
sions, boat loans, collateral loan plans against bonds and stocks, small 
business loans up to $ 25,000 repav able in monthly instalments ex- 
tending to 50 months 

Banks in India can make a useful contribution to economic 
evolution by a studied phasing of consumer credit For example, 
they can assist the artisan to take modem implements and power 
We are fast dev eloping electrical energy , and Indian companies 
produce lathes, electric motors, etc The Indian artisan, who is still 
weighed down by primitive methods, can give precision and speed 
to his products, can reduce drudgery of work, if only he has the 
means to equip himself Each ‘slum’ of the artisan can rise into a 
small factory of five or six people This will increase their standard 
of living and reduce the evils of gigantic units Sociallv, such a 
scheme can have a sobering effect ort the individual and the society 
itself and be a step towards the ‘welfare state* Banks can similarly 
assist m providing building equipments, road makirg equipments, 
etc They can help installation of sanitary equipments, electric 
fans, purchase of furniture, sewing machines, typewriters, radio 
sets, musical instruments, washing machines, motor-cars, scooters, 
bicycles, etc They can finance road and water transport agencies 
and reduce the strain on railways They can assist house building, 
modernization electrification , can promote education, particulars 
vocational, by appropriate loan plans In short, bank finance C3n 
open up vistas vet unknown m this country and can revolutionize 
living standards And the psychological impetus to extension of 
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banking habit will place in Indian banks an influence and power not 
known before 

Hire Purchase finance Hire Purchase, in its pure form, is 
an agreement to hire goods with the option to buy (hem after paying 
an agreed number of instalments It is an easy method which 
enables persons of small or moderate means to own industrial equip 
ment and machinery or other lasting assets Reccqt economic re- 
searches in the U K have revealed the importance of Hire Purchase 
as a major weapon by which the ordinary much-adrmnistered citizen 
of a welfare state can assert his interest as a consumer, and has also 
established that Hire Purchase is a powerful means of speeding the 
creation of wealth The durable goods for which Hire Purchase 
is most often employed lend themselves to large-scale production 
methods that are highly mechanized and increasingly automatized 
Hire Purchase has put machinery and equipment at the disposal of 
firms that might not otherwise have been able to raise the capital 
to buy them, and it has enabled wage earning families to buy 
consumer durables much sooner than they could have done without 
it Without Hire Purchase the growth of new small and medium- 
sued firms would have been slower and the ability of farmbts of 
modest means to enjoy modem 'luxuries’ would have been less By 
making the cost of capital equipment and the prices of consumer 
durables lower than they otherwise would have been, Hire Purchase 
has quickened both the competitive tempo of industry and the rise 
in living standards 

The most important development in the British banking 
world in recent years particularly since J958, has been the deviation 
of commercial banks from their traditional pattern of business to 
the direct participation by almost all the big banks in the hire 
purchase system They have done so by taking a sizable interest 
in the share capital of hire purchase finance houses Britain has 
passed the Hire Purchase Act which came into force on January 1, 
1965 to protect the public against sharp practices 1 Consumer credit 
in the UK is estimated above £ 1,000 million, of which about 
half is hire purchase debt on consumer goods, and at least £ 100 
million worth of industrial equipment is bought on hire purchase 0 
Between the short period of nine years (1952 61), the hire purchase 
debt in the United Kingdom jumped fourfold from 250 million pounds 
to 1,000 million pounds 3 The latest development in Britain of buying 
shares on hire purchase is a dramatic illustration of the constructive 
way in which this kind of credit can be expected to develop as an 
integral element in the evolution of a middle-class economy 

In the United States,* some 40° u of the total hire purchase 


Commerce dated 9 1 65 

The Eastern Economist, V 0 I XXX1I1, No 24 (11 12 1959), p 933 
I RTD A News Letter 31 7 65. p 9 t , . to<1 

Hire purchase has had a great boom in the US over ihe decade l95i~oi 
During this period population increased by 19% and ihe gross national product 
by 56%, bui hire purchase Iransaclions rose by 220% (sales of motor cars on 
hire purchase increased by 320%) Commerce, dated 1 1-5 63 
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business of the country is handled by the banks In the U S , 
banks have their own hire purchase finance service In Australia, all 
the major trading banks have entered into close association with the 
hire purchase institution, by acquiring a share in the capital struc- 
ture or in one case by establishing a wholly owned subsidiary 
Thus, hire purchase is a rapidly growing field of activity, closely 
associated with banking 

The hire purchase business m India also offers a \ast scope 
It can make considerable contribution to improvement of the 
standard of living A beginning has been made in the field of motor 
transport, machines to small scale industries, electrical and house- 
hold articles, sewing machines and tractors, etc In motor transport 
approximately 80°,, of commercial vehicles and 30° o to 40° o of 
passenger cars are bought on hire purchase , the monthly volume 
falling on hire purchase is estimated at about 6 to 8 crores of rupees 1 

Indian banks can also rise to the occasion by serving the 
national need It will provide them an opportunity for broadening 
their activities The public, too, is likely to gain, as with increasing 
competition in this line of business, cheaper credit from banks to 
finance houses and lower rates of interest offered on deposits from 
the public, the hire purchase charges may tend to decline The 
expansion of hire purchase business will stimulate the offtake of such 
manufactured goods as motor vehicles (both commercial and private), 
refrigerators, TV sets, radios, kitchen equipment, furniture and other 
consumer durables 

The Law Commission drafted the Hire Purchase Bill in 
I960* with a view to accelerate the growth of motor transport in 
the country It is an omnibus legislation drafted to modify all the 
laws relating to hire purchase Under the proposed draft, the 
vehicles sold will become the property of the purchasers and the 
realization of the monthly instalments remaining unpaid will have 
to be through a law suit Thus, by the time the decision is given, 
the vehicle would have depreciated in value It has, therefore, 
been suggested that the clause relating to restriction on right to 
seize should be modified so that the right to seize non judicially is 
not limited unless at least two-thirds of the hire purchase price 
has been paid punctually The Ministry of Transport have also 
suggested certain other changes Seme of the provisions of the Bill 
have direct relevance to the hire purchase system of commercial 
vehicles The Bill has not yet been enacted into an Act The 
Reserve Bank of India has, however, taken powers since April 1962 
to call for information from hire purchase agencies with a view to 
regulate hire purchase business The bank requires information of 
deposits relating to such business every six months 

As suggested by the State Transport Commissioner's Confe- 
rence held at Bombay in November 1960 the Ministry of Transport 


1 IRTDA News Letter. 31-7 65 p 9 
z Economic Times, dated 6th and 7th January, 1965 
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has also prepared a Model Scheme The scheme seeks to enable 
private operators to purchase vehicles on a hire purchase basis 

Underwriting In tune with the rising requirements of a 
developing economy, banks would be called upon to extend a variety 
of services to cater to the varying needs of business and individuals 
Banks m India have already ventured into the sphere of underwriting 
of new issues, especially preference shares and debentures 

According to a study of underwriting of capital issues by 
Mr L C Gupta for the period I955-59, 1 the commercial banks as a 
group in India emerged as the most important underwriters account- 
ing for 39% of the total amount underwritten during the period s 
The banks which participated in these underwriting operations were 
The Central Bank, The Union Bank, The Baroda Bank, The United 
Commercial Bank and The United Bank of India Other banks 
which have underwritten shares and debentures in recent years include 
the Bank of India, the Indian Overseas Bank and the Devkaren Nanjee 
Banking Co Ltd While this is a welcome feature, it is necessary 
that in view of the inherent risks of this business, certain safeguards 
and limits are adhered to by the banks in the discharge of their 
service 

According to the figures compiled by the Reserve Bank of 
India, the share of banks in underwriting issues came to 18 7% 
during 1960-63 * 

Deferred payments agreements It is gratifying to note 
that Indian banks have been instrumental in the conclusion of 
deferred payments agreements between the units in Indian industry 
and foreign collaboration firms 

These arc indications of progress on right lines Similarly there 
are other directions in which banks can take the initiative and can 
confidently look forward successfully to meet the challenge thrown 
up by the Fourth and subsequent Five Year Plans 


l Commerce, Annual Number, Dee 1959 pp 172 75 

* See page 227 

* See page 228 
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Working Capital & Current Finance 


The total assets of a business are usually divided into two 
broad groups called fixed assets and current assets To denote 
these groups the terms fixed capital and working capital are also 
used The division is physical as well as functional and is derived 
from their form and use both The fixed assets are usually in a 
permanent and unchangeable form and thc\ are meant for use over 
a long period of time the current assets on the other hand chanee 
their form over a comparatively very brief period of time Finance 
for acquiring fixed assets is obtained on a long term basis by seilme 
long term securities like shares and debentures The finance ob- 
tained by issuing equity securities is to remain in the business till 
the corporation or the company remains in existence The equrt* 
securities might change hands several times during this period but 
the finance contributed initially cannot be withdrawn unless the 
company goes into liquidation But the finance for current assets 
is obtained on a short term basis by using short term paper like the 
bills of exchange hundis or notes Funds for this purpose may be 
obtained even without the use of any credit paper on an open 
account basis The suppliers of short term funds expect to get back 
their money after the exp ry of the short period for which they agreed 
to permit the use of their funds 

As mentioned earlier the term fixed capital is used for the funds 
obtained on a long term basis and the term working capital is used 
for the funds obtained on a short term basis A number of other 
terms like circulatory capital short term capital revolving capital 
current capita! trading capital etc are also used to signify woriwe 
capital Usually these terms denote and emphasize the short term 
or changing nature of the capital They signify capital in action » c 
dynamic as opposed to static 

The term working capital is somewhat vaeue and cannot be 
used to give an exact and precise meaning For that purpose it has to 
be qualified by the addition of the words gross or net Th« tc ^ n 
gross working capital is used to denote the total value of all the 
current assets like fa) cash (in hand or in the bank) (b) marketable 
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securities, (c) accounts, notes or bills receivable, (d) stocks of raw 
materials, semi-manufactured or finished goods, (e) stores of supplies 
or consumables, etc 

The current assets represent a stream of current value that is 
flowing and growing They are expected to change their form quickly — 
cash into raw materials, raw materials into semi manufactured and 
finished goods, finished goods into stocks, stocks into accounts 
receivable and the accounts back into cash again to be used for 
buying fresh raw materials and for continuing the operations 
The stream is expected not only to flow but to grow also as it 
flows if profits are expected to be made Properly speaking a part 
of fixed assets also gets mixed up with the stream to swell its size 
m the form of depreciation through the prices of goods sold The 
cash which enters into the stream of operations in buying raw mate- 
rials should grow m volume when it re-emerges from the accounts 
receivable From this point of view not only the amount of working 
capital but the speed of its turnover or rate is equally important for 
efficient performance 

The concept of gross working capital is useful in a number of 
situations The proportion of fixed and working capital vanes from 
industry to industry The ratio to be found m leading successful 
plants in a particular industry may be taken as a guide or model for 
other units in the same industry This ratio may also be adopted 
by new plants in the beginning The concept of gross working 
capital is also helprul in the analysis of costs and prices under the 
condition of monopolistic competition Fixed costs are related to 
the use of fixed capital while the variable costs and the marginal 
costs arc obtained by comparing varying xolumes of production 
With the use of varying amounts of working capital Keeping in 
Mew the demand for output and the price at which it can be sold, 
the optimum size of a plant is dependent upon suitable combi- 
nation of fixed and working capital Maximum profitableness as well 
as the proper size of a plant in a given industry is determined by the 
behaviour of fixed and working capital when they are combined in 
varying proportions If we associate fixed capital with machinery 
and working capital with labour, in a country like India, the concept 
of gross working capital has great practical utility in determining the 
question of the degree of mechanization The decisions to use more 
of machinery or more of labour to obtain maximum profitability are 
related to the determination of proper ratio between fixed and 
working capital 

The gross working capital is represented by current assets 
appearing on the asset side of the balance sheet The current assets 
give an idea about the manner in which the gross working capital is 
emplojed How much of it is actually m the form of cish, how 
much of it is in the form of short-term paper like notes, billsor hundis 
and accounts receivable, and how much is in the form of materials 
and goods— raw, partly manufactured or finished A study of this 
type of distribution of the total value of gross working capital among 
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the various items of current assets may give some idea about the 
economic and efficient utilization of working capital and the health 
of the business unit Cash should not be more than what is required 
to meet normal da> to day needs purchases of raw materials 
should not exceed the requirements of production and the stocks of 
finished goods should not be larger than the quantity that can be 
sold profitably Anything less than perfect co ordination between 
these sections would indicate less than perfect economy of working 
capital Cash in hand or in current account is the idlest of all assets 
as it earns nothing Similarly other idle current assets in excess of 
actual needs whether raw materials or finished goods are not eco- 
nomical to hold Disproportionately large amount of cash accounts 
receivable or stocks might show that the business unit is not in good 
health It is on account of these things that the use of working 
capital is allocated to different items of current assets on a plann-d 
basis and is given the shape of a business budget and budgetarv con 
trol is used as a device to obtain the most economic use of working 
capital 

A el working capita ! — The concept of gross working capital is 
related to current assets which appear on the asset side of the 
balance sheet On the liability side of the balance sheet other items 
of a similar temporary nature are shown they are called ‘current 
liabilities Items like accounts payable, bills payable, accrued and 
unpaid expenses etc , are included in this category If the total 
amount of current liabilities is deducted from the total amount of 
current assets the remaining balance will be called the ‘net working 
capital 

If the net working capital is a positive quantitv, it is presumed 
that it reflects the strength of the business to meet its current obhga 
tion in a satisfactory manner because amounts likely to be received 
through the realization of current assets are more than the amounts 
Jikelv to be paid in order to meet the current liabilities Current 
ratio obtained by dividing the current assets by current liabilities is 
reallv another wav of making use of the concept of the net working 
capital A ratio of two (current assets) to one (current liabilities) 
is considered to be satisfactory for advancing loans by the bankers 
A comparison of stocks with current liabilities is also used for testing 
the liquidity of a companv If the value of stocks is higher than 
the total amount of current liabilities the liquidity is considered to 
be higher than it would be if the difference between the two was verv 
narrow or ml For determining the creditworthiness of a companv 
for the purposes of short term credits the make up and past and 
prospective behaviour of the net working capital of the companv 
is also studied and examined In brief when both the current assets 
and current liabilities are taken into consideration for purposes of 
analysis it centres round the concept of net working capital direct!' 
or indirectly, in some form or the other , and the mam purpose oi 
all these types of analyses is the testing of the Jiquidilv and credit 
worthiness of a company for the purposes of short term credits 
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Types of working capital 


The requirements of working capital are not the same through- 
out the year They vary from one part of the ycjr to another 
More working capital may be required during the busy season or 
the peak period of business activity and less may be required when 
the business activity is not so brisk or the season is dull Accord- 
ing to the varying needs of business the working capital ma> be 
classified into two broad groups (I) the regular or the permanent 
working capital, and (2) The variable working capital 

(J) Regular or permanent working capital The average 
volume of production and sales of an established business during a 
period of normal business activity is fairly known Say for example, 
a shoe manufacturing company is able to manufacture and sell 
about 12,000 pairs of shoes annually On the basis of this amount 
of business and of production and sales it is possible to calculate the 
amount of funds required in the form of current assets like cash, 
stocks of raw materials and finished goods accounts receivable, etc 
The total amount of funds required to maintain the current assets at 
the required levels will represent the amount of working capital 
which may be called regular or permanent working capital because 
this amount will be required continuously so long as the levels of 
production and prices remain unchanged 

This working capital is as permanent as the fixed capital , the 
units of current assets representing the regular working capital like 
raw materials or finished goods and accounts payable will continue 
to change their shape or form and will (low in and flow out but the 
total amount invested in them will remain approximately the same 
Because these funds arc required permanently during a particular 
period of time of sufficient duration so from the theoretical pome of 
view they cannot and should not be borrowed on a short-term basis , 
they should be obtained on j long term basis either from the share- 
holders on the basis of equuy securities or from the long term 
creditors on the basis of debentures or bonds 

Some of the writers divide the regular or permanent working 
capital into two sub-classes (a) primary working capital , and 
(b) normal working capital 

(a) Primar _> working capital — Primary working capital accord- 
ing to these writers represents the irreducible basic minimum working 
capital Some amount of cash is always necessary to piy petty 
expenses, electric charges, wages etc , minimum quantity of raw 
muteri \fs at 1c ist to start operations, and the minimum quantity 
of finished goods to represent ranges of size and style to attract 
customers are absolutely essential , old accounts will be paid and 
new credits will be extended but a certain amount of accounts 
receivable will always remain outstanding The total value of these 
basic minimum current assets represents the amount of working 
capital called ‘primary "orking capital* This portion of the working 
capital is as permanent as the fixed capital 
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(b) Normal m orkmg capita !— As primarv working capita! 
represents the basic minimum to start the operations the norma! 
working capital represents the amount of working capital required 
to maintain the operations of a companv at an average normal le\el 
during a period m which business conditions are norma! These 
a\erage normal requirements ma\ be different for different periods 
according to the changes m the lev e! of operations which are regarded 
as normal for a particular period Both the pnmar\ and normal 
working capjlaJ taken together represent the total amount called 
regular or permanent working capital The entire amount should 
be provided from the funds obtained on the basis of long term 
securities — shares and debentures or from the retained earnings of 
the business because the nature of this fund is permanent in spite of 
the fact that the current assets which represent this amount continue 
to change shape and form and to rr\ ohe at regujar intervals. 

(2) I ariable tcorktng capital The operations of all tvpes of 
businesses cannot alwavs be carried on at the same pilch Most of 
them experience busy and slack periods During the bus\ periods 
the current assets have to be expanded and more working capita is 
required to meet this need for expansion of current assets, but 
during the slack periods the volume of current assets has to be 
contracted and consequent less working capital n> required to be 
invested in the contracted volume of current assets This amount of 
working capital which expands or contracts at particular periods is 
called the ‘variable working capital The evtra amount of working 
capital which is required to acquire additional current assets at the 
tune of the busy period has generally to be obtained for short ptrnod> 
from sources outside the business unit itself Reasonablv and 
logically the companv should not trv to meet the extra requirement 
of the additional working capital during busy periods from Us own 
resources because this would amount to the possession of idle funds 
not full} emploved dunng the slack period. This extra burden or 
carry me idle funds dunng the slack penod would reduce the earnings 
and profitability of the business Natural!', these funds are provided 
b> institutions like commercial banks which specialize in the business 
of providing short-term funds 

The variable working capita] is again sub-divided into three sub- 
groups (a) seasonal , (b) cvchcal , and (c) special or emergenev 
working capital 

(a) Seasonal working capital — It is the most important one 
of all the three types Seasons play a very important part m 
creating fluctuations m the supplies of raw materials of aencultural 
origin Raw materials like raw cotton or jute are harvested at a 
particular time of the \ear Stocks of raw matenals are bout up 
usually by the manufacturing mdustnes at this time and the' borrow 
additional short term funds to meet the situation. As the raw 
materials are turned into finished goods and sold dunng the normal 
course of working of the industry, the funds are released and re- 
turned to the agencies from which they w ere obtained In the case ot 
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the sugar industry of India, which uses a fresh raw material— sugar- 
cane— the working season commences usually in November and 
continues up to March or April A major part of the sugarcane 
crop has to be purchased by the sugar mills and crushed during this 
period of about six months The industry has to borrow additional 
working capital to finance these operations on a short-term basis 
The short-term advances are paid from the funds obtained by the 
sale of white sugar gradually during the slack season The woollen 
industry of Indn is also very seasonal In northern India woollen 
cloth is sold from October to February only But the mills have to 
carry on their operations during the slack season also to make the 
stocks available to the trade in the month of October after the rainy 
season Additional stocks of finished goods during the slack season 
are earned by the industry with the help of borrowed funds obtained 
on a short-term basis to be returned in winter when the slocks are 
disposed of The same element of seasonality exists in paper pulp 
(North temperate zone), beet sugar, rice-milling, flour milling and 
fruit canning industries It is not economical for a particular indus- 
try to meet the requirements of additional seasonal working capital 
from its own resources but it is quite profitable for institutions 
specializing tn the provision of short term funds at the time of 
busy seasons because the peak or busy seasons of different industries 
do not coincide but rather fall in different parts of the year and the 
funds withdrawn from one industry arc passed to the second and 
then to the third and so on and arc profitably employed throughout 
the year 

(b) Cyclical working capital — As there are busy and slack seasons 
during the course of the year, so there are busy and slack periods of 
business activity of a longer duration usually called booms and 
depressions during the course of a business cycle During the boom 
period additional working capital may be necessary for financing ex- 
panded operation to meet brisk demand and during the depression 
more fund may be needed to fill in the gap caused by operating losses 
During both types of periods the usual agencies of providing short- 
term funds may not be in a position to provide the funds so badly 
needed During the boom period the resources of these agencies arc 
under a very severe strain on account of greatly increased demand for 
funds and they arc not in a position to meet the requirements of the 
users in full and during the depression there is great reluctance to 
provide additional funds on account of the fear of the failure of some 
or the borrowers Under these circumstances the requirements of 
cyclical needs may have to be met from sources other than those 
which provide the seasonal funds 

The eyeftesi ficicftwfiws cfo msf tiRce til ilte atiastcKs fit i*ih? 
same way Well established and financially strong units, whose 
wise managements have tried to conserve substantial resources in 
the form of reserves, try to meet the additional requirements of funds 
from their own resources Methods of operations followed m certain 
other industries arc of such a nature that the volume of production 
can be adjusted to the variations in demand , it can be expanded 
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under boom conditions and can be curtailed during the depression 
Such industries can manage to pass through the depression with less 
working capital But the companies working in industries where 
the proportion of fixed expenses is large have to suffer operational 
losses and cannot remain in the field without additional supplies 
of working capital No better source than conserved earnings in 
the form of reserves can be suggested for meeting the additional 
requirements of working capital during the periods of brisk business 
activity and for filling in the gaps created by operational losses 
during the period of depression 

(c) Special or emergency working capital — Besides the require- 
ments of additional working capital for meeting seasonal and cycli- 
cal fluctuations in the scale of operations additional working capital 
may also be needed to provide additional current assets to meet the 
demands created by unusual or unexpected e\ents Such situations 
may be created by disasters caused by nature in the form of floods, 
droughts or fires which might destroy current assets Usual/} 
provision for such contingencies is made b> taking out insurance 
policies but even then more funds than can be effected from the 
insurance companies are generally required for the replacement of 
lost current assets State of emergency created by the danger or the 
actual breaking out of a war may also bring about a special spurt 
in the production of defence or war materials requiring huge 
amounts of additional working capital all of a sudden This type of 
special or emergency capital can be provided only from other than 
traditional or usual sources of meeting the requirements of variable 
working capital 

Reasons for differences in the requirements of working 

capital 

The needs of working capital differ from industry to industr} 

In some industries like the public utility services the consumers are 
generally asked to make payments in advance and the money thus 
received is used for meeting the requirements of current assets 
Such industries can carry on their business with comparatively less 
working capital In textile industries like jute or cotton a major 
part of the requirements of raw materials for the who/e of the year 
may have to be purchased during the harvesting season and labour 
charges form a very substantial part ol their manufacturing ccrs.V> 
Such industries require comparatively more working capital In 
certain other industries like leather tanning, the vegetable tanning 
process takes about six months In such cases more funds are 
required to be invested in current assets like goods in process But 
in case the finished goods are sold quickly the amount invested in 
goods-m-process may be treated more or less like an item of fixed 
assets More working capital is required by those industries which, 
like the woollen textile industry of India, pile up their finished goods 
for seasonal sales In industries like the manufacture of agricultural 
implements the period of credit to be extended may be a long one. 
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The farmers are usually able to meet their obligations after the 
harvesting of their crops and in a country like India where the Rabi 
crop is harvested in April or May and the Khanf crop is harvested 
in October or November, the payments from the farmers can be 
expected usually twice a year at the time of the two harvests The 
period of credit in such cases has, naturally, to be long Compira 
tively more working capital will be required by such industries By 
adopting wise and efficient practices of management the requirements 
of working capital may be reduced to a certain extent The stocks 
of finished goods may sometimes be financed partly by the advanced 
deposits from the middle men or the extent of credit may be reduced 
by adopting a judicious policy of cash discounts offered to the 
debtors for making payments before the expiry of the period of 
credit 

Advantages of possessing adequate working capital 

The total requirements of working capita! may be different for 
different industries but an adequate provision of working capital is 
essential for all The cost of carrying on the operations has to be 
met m cash in paying for materials labour, stores etc Sufficient 
working capital is necessary to arrange the payments when they fall 
due Failure to achieve this may bring about technical insol- 
vency, where a business does not possess enough cash at particular 
time to meet its obligations in spite of the fact that ample total 
current assets and resources are there which could be converted into 
cash if a little more time could be gained for the purpose Firms 
possessing adequate working capital are not only in a position to 
take advantage of cash discounts to increase their profits but the 
punctuality in arranging payments enhances their creditworthiness in 
the market Credits from banks and other sources are easily and 
readily available whenever they are required Even for arranging 
timely payment or dividends to shareholders liquid resources of 
working capital in the form of cash are essential To sum up, 
enough working capital is as essential for maintaining the efficiency 
of operations of a strong business unit as the presence of enough 
blood is necessary in the body of a strong man to keep him fully 
active A business which takes ample working capital can be 
likened to an anaemic man unable to carry on normal activities of 
life 

Sources of working capital 

According to conservative principles of financing, (a) the fixed 
assets should be financed from permanent sources, i e , the funds for 
fixed assets should he obtained on the basis of shares and deben- 
tures , (b) an amount equal to the basic minimum of current asset 
needs, i e , the primary working capital should also be financed from 
long term sources represented by shares and debentures As far as 
possible the normal working capital should also be provided from 
internal sources , (c) only the seasonal or shott-term needs should be 
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financed from short term sources These principles imply that of the 
two types of working capital discussed earlier the first t\pe— the 
permanent working capital— should be obtained on the basis of long 
term securities 1 e the shares and debentures and onlv the second 
type — the variable working capital — should be obtained on a short 
term basis 

In practice however these principles are used in a substantial 
modified form With the exception of large and strongly financed 
concerns most other businesses use short term credit almost continu 
ously Small business units regard short term credit obtainable from 
commercial banks or other sources as a convenient form of revolving 
fund of working capital to be used so long as it is required and is 
available on the basis of their credit standine which they trv to 
maintain by promptness in payment of individual items of credit as 
they mature and fall due for payment 

In Britain the most important sources of short term finance 
are (1) the trade debts (2) bills of exchange (3) bank loans .and 
(4) inter-company loans Practicallv cverv business unit both gives 
and receives a certain amount of current finance in the form of 
trade debts because ever) purchase and sale not immediatel) paid 
for m cash results in a temporarv debt This form of credit is rather 
considered to be costly because if the rate of cash discount offered 
for prompt payment is taken into consideration the interest charged 
on these credits comes to about 10 per cent per annum It is on 
account of this fact that the merchants and manufacturers grant 
credit to firms with little capital of their own These merchants and 
manufacturers are able to get credit from banks on lower rates and 
the margin between the two rates enables them to meet bad debts if 
there are any About a century back the bills of exchange formed 
the basis of trade credit At the present time most of the business- 
men prefer the more flexible and less public form of credit represent 
ed by book debts Bills of exchange are still commonly used in 
foreign trade For firms with sufficienth good credit standing and 
with fluctuating requirements of short term funds bank overdraft is 
the roost convenient and extremely economic form of credit In 
Bntain companies have become increasingly integrated into groups 
under the same control and consequentlv inter-companv loans have 
gamed in importance Temporary cash surplus of one compam can 
conveniently be used for meeting the temporarv financial needs of 
another company 

In the USA the permanent workroe capital is expected to 
come from the stockholders bondholders and similar other sources 
of lone term finance and the sources of short term funds are 
(1) the Commercial banks (2) the Commercial Paper Hous-s 
(3) the trade creditors (4) the finance companies (5) factors and 
(6) miscellaneous agencies 

Bank credit is available in many forms the most important of 
which perhaps is the unsecured loan This type of loan can be 
obtained in two ways the credit can be extended on the basts of 
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either an unsecured single name paper or an accommodation paper 
The first is self-explanatory , the second is a two-name paper It 
bears the signatures of the borrower as well as the endorsement of 
another individual accepting the secondary liability The most 
commonly used form is the unsecured single name paper On the 
basis of one of these papers the maximum limit of the amount to be 
lent at onetime usually called the line of credit, is determined 
After this the borrower is permitted to obtain loans up to that limit 
without any further negotiations 

Loans are also made on the basis of the assignment of the 
accounts receivable As a first step in the process the bank satisfies 
itself about the purpose of the loan and the quality of the accounts 
of the customers to be pledged The maximum amount of the ad- 
vance and the terms of the loan are worked out and then the borrow- 
ing company enters into a formal contract with the bank Usually, 
70 to 90 per cent of the total amount of the accounts pledged is 
advanced Generally, the debtors are not notified about the fact of 
their accounts being pledged with the bank and when the payments 
are received they are endorsed to the bank If some of the accounts 
pledged remain unpaid at maturity they are taken over by the 
borrower 

Banker's acceptances are quite popular m the financing of 
foreign trade The buyer of goods enters into an agTeement with 
his bankers whereby the bank undertakes to accept the drafts drawn 
by the seller on the bank up to a certain specified limit covering 
specified merchandising transactions Ordinarily a commercial letter 
of credit is issued by the bank to the customer who sends it to the 
seller to assure him that his draft on the bank will be accepted The 
buyer arranges to make funds available with the bank a little m 
advance of the maturity of the acceptance Banker’s acceptance 
commands a better market in comparison to a trade acceptance on 
account of the financial strength of the bank 

Commodity or Merchandise loans have also become an impor- 
tant source of current fund These loans are usually taken by 
companies engaged in the storage, processing or shipment of staple 
commodities like cotton, copper, rubber, tobacco, wheat, etc , which 
are of a standardized and non perishable nature and which conse- 
quently enjoy good marketability These commodity loans are usually 
secured by one or more of the three types of documents (1) Bills of 
Lading, (2) Warehouse receipts, and (3) Trust receipts 

Tire Bill of Lading issued by a common carrier as a receipt 
for goods is usuall> attached to a Bill of Exchange drawn by the 
seller on the purchaser The Bill of Exchange maj be a demand 
draft or acceptance These documents 3re lodged with the bank for 
obtaining an advance by the seller The bu>er takes delivery of (he 
goods by obtaining the documents from the bank on payment of the 
demand draft or after accepting the Bill of Exchange , the payment 
of the Bill is arranged at the lime of maturity 
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Warehouse receipts are issued by a bonded and licensed ■ware- 
house on receiving the goods for storage These receipts are used 
as security for b3nk loans bv Ihe owner of the goods Both of the 
documents mentioned above are used extensjv eh in all the countries 
for obtaining bank loans or advances 

In the USA., Trust receipt is also used as a security for bank 
loans The receipt enables the buyer of the goods to take posses- 
sion of goods but he does so only as a trustee the title to the goods 
remains with the bank When this type of merchandise is sold a 
release has to be obtained from the bank either b> paving for the 
goods or by obtaining a new credit on the basis of the sale 

There are a few other methods of obtaining short-term finance 
from the commercial banks sometimes the notes receivable are 
discounted with the bank In most lines of American business thr 
notes receivable do not form the basis of extending credit by the 
companies to their customers and therefore the practice of discount- 
ing or pledging the notes receivable at the commercial banks is not 
common for obtaining short-term funds But when a bank advances 
money on the basis of these notes, these notes are endorsed b% the 
borrower making them two-name papers Trade acceptances or 
ordinary bills of exchange drawn upon customers for merchandise 
and accepted by them at the time of sale are also not popular with 

the banks When the seller who is the drawer of the bill wants to 
borrow from the bank offering the bill as a security he discounts it 
with the bank after endorsing and thereby assuming a contmgHJt 
liability m case of failure of the drawee to pay it Loans on the 
basis of instalment paper are, however, becoming more popular. 
The instalment paper held by the seller represents the sale of durable 
consumer goods usually in the form of a conditional sale These 
papers are used as a collateral security by the dealers or retailers 
for obtaining a bank loan More usual form of arrangement, how- 
ever, is that the bank buys the paper with or without recourse to the 
dealer and the ultimate consumer makes the pavment direct to the 
bank In reality this method represents more of consumer than of 
business financing. 

There are a number of other institutions which help in the 
provision of current finances. Two of the important institutions 
are (1) The commercial paper houses, and (2) the commercial 
finance companies The commercial paper houses step in where the 
short-term funds required by a good and well-established concern 
for a period of four to six months cannot be obtained m the nor- 
mal course from a single commercial bank The manufacturer con- 
tacts a commercial paper house which sends a representative to look 
and enquire into the financial position and the business prospects 
of the manufacturer In case the house decides to handle the 
transaction, it asks the manufacturer to make out a block of notes 
of equal amount for the period of four or six months as agreed 

between the two parties. The notes are made m round denomina- 
tions of S 2,500; 5,000 or « 10,000 each ; they are made payable to 
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the order of the maker and endorsed in blank to make them bearer 
instruments which can be negotiated without further endorsement 
or contingent liability As the name of the commercial paper house 
does not appear on the notes it docs not assume any liability for 
their redemption The notes do not bear any interest but arc sold 
to the commercial paper house by the maker at their face value less 
a current rate of discount A small commission is also charged 
The notes are usually sold to the commercial banks Unsold notes 
are also used by these houses as a collateral security for obtaining 
bank loans Since the notes are neither endorsed nor guaranteed by 
the commercial paper houses their saleability depends entirely on the 
reputation and the credit of the manufacturer who makes them 

The commercial finance companies are engaged in helping the 
finance of the economic process of production m its final stage of 
sale to wholesalers, retailers or consumers Some of these com- 
panies arc called discount houses or commercial credit houses They 
advance loans on the basis of the pledge of accounts or notes receiv- 
able Two methods are generally used for discounting the accounts 
one is called the non-notification plan under which the customer is 
not informed that his account has been sold to a finance company, 
the amount is collected by the seller of the goods from the buyer 
and is paid to the fin mcc company at the expiry of the period of 
credit , the second is called the notification plan under which the 
customer is informed and is requested to pay the amount direct to 
the finance company This outright purchase of the accounts 
receivable is known .is ‘factoring* and is usually found in the textile 
trade 

Instalment selling has now become very common in consumer 
durables like automobiles, refrigerators radios, furniture and appli- 
ances When these goods arc sold to customers on instalment credit 
terms, a part of the price is received in cash and the balance is represen- 
ted by instalment paper The instalment paper consists of a senes of 
notes running from 12 to 18 months depending upon the nature or 
the goods These notes arc taken up by the finance companies 
which arc usually called the silc finance or instilment finance 
comp inies 
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paid up capital of Rs I U’E’wW' ^ 

shares has been estimated at Rs 21 lakhs tor z ^ ( Rupees m lakhs) 

Bank adiances 


Total required 

In share 
capital 

Fixed capital 



Land 



Buildings 


60 

Machinery 

60 

Total 

73 

73 



Working capital 

30 


Raw materials 


Finished products 



Stock in progress 


5 00 

Stores & Spares 


5 00 

Wages 

Other expenses 

3 

3 00 

Total 

57 

27 00 

Grand Total 

130 

100 00 


22 50 
7 50 


30 00 

Togo 


(b ) Bank Credit The company - raw materials and 

money by sale of shares for the full 40 , khs) „ r the value 

Slushed products but only up to 25 „ (01 M ^ Rj 3Q lakhs) n 

ie,Rs W lakhs only, the remaining 15 « 1 (he SKunt y of goods 
be obtained by <* a f VLswvards initial working capital comes 
The contribution of banks towaros in 

Rs 30 lakhs or 52 6 / 0 of total the short term finance 

(c) Retained profits— A sn ^ U P from money lenders or 
may be obtained by small ‘™ c ”ms“rom their own reserve 
other private sources and b ' , . lar 8' “ ' " nnt ed for Rs 98 1 crams 
01 letained profits ' n, ' ma, r ^ool companies whose finances 
or 63% of the total funds ° f 'S' k o f India ' but a recent study 
been studied by the Reserve proportion (see P 151) 

(1960 61 to 1963 64) reveals a smaller prop 

Importance of bank finance ^ short term 

By far the most important source *° w £* r ks m India are 
finance is the banking system Th® c re q Uire ments of '" du * k 
readily forthcoming to fma f c ' h t or ‘m^dern factory or 
against tangible security In fact, , » banking connection 

company can afford to go on without a banK g the financing 
has any factory enough resources saved to 
without the help of a commercial banK p JS 

* V ft Somber IM 
' Reserve Bank of India Bulletin September 196 . P 



274 Elements of Corporation Finance 


It will be noted from the following figures that Indian 
scheduled banks ha\e rendered increasing assistance towards meeting 
the requirements of working capital of organized industries of India 
Forking capital and scheduled bank advances to 
organized industries 1 


1 ear 

Total working capita f 
[Rs in crores) 

Bank ad\ances 

Rs in crores) 

share 

1950 

356 38 

116 43 June 

32 7 

1951 

437 82 

153 71 

35 0 

1955 

463 49 

241 20 

52-0 

1956 

541 18 

'00 40 

55 5 

1957 

599 93 

390 40 

65 0 

1960 

899 89 

533 00 

59 2 

1961 

712 91 

687 79 April 

96 4 


It will be observed that bank advances to industrv have gone 
up from 32 7% of the total working capital of the industrv m I9'-0 
to 52% >n 1955 and to 65% in 1957 5 The working capital of 1001 
selected public limited companies for the period 1956-59 came to 
Rs 260 97 crores while their borrowings from banks amounted to 
Rs 121 36 crores the percentage share being 46 6 3 A similar studv 
of 1333 public limited companies, however, shows thatm 1963-64 
out of Rs 2010 62 crores of working capita! of these companies 
banks provided Rs 526 80 (it, 26 1%) onli * Rouehl} it mav be 
held that on an average 25 ° 0 to 50% of the working capital of Indian 
industries is supplied b\ commercial banks, the contribution to 
individual industries ma) var> from 2% to 41% as shown bv the 
following table 

Forking capital and bank adrances during 1963 6t 


Indus} n 


Working capital Bank advances „ 

[Rs in crores) (Rs in crores) ° 


Iron & Steel 


102 51 

2-00 

1-9 

Su«ar 


92 28 

27 19 

29 1 

Cotton textiles 


375 76 

143 09 


Chemicals 


59 18 

23 84 

404 

Jute textiles 


92 61 

3S-02 

41-0 


The figures of working capita! have been taken from the Census of Manu- 
factures and those of bank advances from ihe Reserve Bank BalHin Jorre- 
fore the percentages worked out Mj be taken to show on!' approsimste 
proportions. . 

Banks in India have plavtd increasingly important role in the general mcusnwi 
expansion of the country It is evident from the fact that dunn* - the o«ao 
1951 61 industrial credit presided by the banking system increased by Rs- -tiu 
crores. which has also raised its shaTe from 12*. of the total to *0*. *'®** D ff* 
of all scheduled banks in 1951 were Rs 550 crores of which 33 > « wtniar 
industry By 19^6 the advances rose to Rs 794 crores of « h d a 3*5 5 r** 
were for industry In I960 the advances touched the massive cgue ci * * 
crores (Eastern Economist 23*3 1962 p "51) 

Reserve Bank of India Bulletin, V ok X\, No. 9 (Sept- 1961). P *-* ' 

Reserve Bank of India Bulletin Nov 1965 
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Total borrowings of 1001 selected public limited companies 
for the four years 1956-59 amounted to Rs 249 90 crores, of which 
banks contributed Rs 121 36 crores (i e 48 6 per cent) During 
the three years 1961-62 to 1963-64 total borrowings of 1333 public 
limited companies amounted to Rs 265 crores, of which Rs 152 
crores (58%) were provided by banks 1 


Borrowings of selected pubhc limited companies from 
different sources 

(Rupees in crores) 


Neme of agency 

Amount borrowed by 
1001 cos 1333 cos 

Percentage share 

( 1956-59 ) 

(1961-63) 

( 1956-59 ) 

(1961 63) 

Banks 

Statutory financial 

121 36 

154 17 

48 6 

58 2 

corporations 

9 06 

10 20 

36 

39 

Other debentures 

4 42 

7 39 

1 7 

28 

Other mortgages 

98 37 

24 30 

39 4 

9 1 

Others 

16 69 

69 00 

67 

26 0 

Total 

249 90 

265 06 

100 0 

1000 


It may be noted that in recent years there has been a shift on 
the part of companies from banking to non banking funds In 
1961-62 bank borrowings constituted 77% oftotal borrowings of 1333 
companies , but in 1962 63, they declined to 72% and ,n 1963-64 to 
32 5% only , although for a large number of industries bank finance 
continued to be the major source of external finance 4 

It may be said that nearly half the working capital is provided 
by commercial banks in the form of advances Similarly, it may 
also be said that nearly half the borrowed funds of the joint stock 
companies also come from the banking system It may be pointed 
out here, however, that all borrowed funds may not be for short 
periods but these figures do indicate the importance of the part 
played by the banks in financing joint stock enterprise 
Lending capacity of banks 

The banker’s point of view now may also be considered The 
extent to which commercial banks may grant financial assistance to 
a particular business house is determined by the lending capacity of 
the bank concerned The lending capacity of a bank is limited 
both (i) by law, and («) by financial considerations 

(i) Legislatne prousiorrs— Section 20 of the Banking Com 
panics Act prohibits a banking company to make loans or advances 
on the security of its own shares, or to grant unsecured loans or 
advances to any of its directors or to firms or private companies in 
which it or any of its directors is interested as partner or managing 
agent or to an) individuals, firms or private companies in cases 

* Reserve Bank of India Bulletin, November 1965 
» Ibtd.p 1703 
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where an) of the directors is a guarantor Under the provisions of 
section 21, the Reserve Bank of India has been empowered to deter- 
mine the policy in relation to advances to be followed b> banking 
companies in the interests of the public The Reserve Bank in 
particular mav give directions to banking companies as to the purpose 
for which advances may or mav not be made and the margins to be 
maintained is respect of secured advances etc Under Section 24, 
every banking company has to maintain not less than 28 ° 0 of the 
total of its time and demand liabilities in India at the close of an\ 
da> of business in the form of cash, gold or unencumbered approved 
securities Besides the Act prescribes minimum standards as to 
paid up capital and aggregate reserves A minimum of 20% of the 
net profits have to be transferred every vear to a reserve fund b> 
every banking compan) A banking companv is also required to 
maintain b> wav of cash reserve a sum equivalent to at least 
3 per cent of its time liabilities and 3 per cent of its demand habi 
lities These measures are meant to introduce sound and health' 
banking practices and to check over trading 

(i/) Financial policy — Financial considerations relate to 
(i) the total funds at the disposal of a bank m the form of paid up 
capital reserves and deposits and (u) the policy of maintaining cash 
ratio to deposits In spite of the availabdit) of adequate funds with 
a bank, it mav not be in a position to lend to a hieh extent because 
of the maintenance of a high cash ratio On the other hand, a 
bank with moderate funds may meet the financial requirement of 
hieh order by reducing us cash ratio The joint-stock banks in 
India are favourabl) placed in regard to total resources available 
In spite of the decline in the number of reporting banks, the fieums 
of paid up capital, reserve and deposits have shown a rising tendmev 
in recent >ears and the cash ratio a declining one, as shown b*1ow 

Resources of all Commercial Banks 1 


(Rupees in cror-s) 


5 ear 

No of 
reporting 
banks 

Paid up 
capital 

Peserre 

Deposits 

% of 

lo deposits 

1950 

430 

40 3 

27 1 

883 9 

12-0 

1955 

476 

40-6 

35 6 

10S2 3 


1956 

443 

408 

36 7 

JJ25T 


1957 

409 

406 

39 5 

lt46 6 


1958 

383 

41 0 

41 7 

1562 2 


1959 

363 

41 2 

38 9 

1815 5 


I960 

344 

41 4 

334 

2001 8 

1 1 3 

2961 

292 

39 9 

•*6 5 

2088 9 


1962 

">76 

43 5 

40 7 

2273 6 


1963 

248 

440 

43 9 

2515-0 



i Reserve Bank of India— Statistical Tables relating lo Banks in India. 
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It may be noted that the deposits of Indun banks have shown 
a rising trend since 1950 and the cash ratio has shown a declining 
tendency These tendencies are noticeable in spite of the number of 
banks having gone down due to amalgamation and with greater force 
in the ease of scheduled banks The reserves have also shown a 
rising tendency The deposits of scheduled banks rose from Rs 846 5 
crorcs in 1950 to Rs 1953 4crorc»in 1960 and Rs 2481 crorcs in 
1963 With a declining ratio of cash to deposits, a declining tend- 
ency is also noticeable in respect of ratio of paid up capital and 
reserves to total deposits of our banks as shown below 


Ratio of paid-up capital and reserves to total deposits of 
Indian Joint-Stock Rank*, 1939-1960 


End of 

Scheduled Banks 

Non-scheduled Banks 

All Banks 

1939 

13 

25 

14 

1945 

6 

11 

7 

1950 

9 

21 

9 

1955 

7 

18 

8 

1960 

4 

14 3 

42 

1961 

39 

14 5 

42 

1962 

4 

14 6 

42 

1963 

38 

14 7 

39 


It will be observed that the ratio of paid-up capital and reserves 
to total deposits declined steadily from 14 in 1939 toll in 1952 
There has been a sharper decline since then to 8 in 1954 and further 
decline to 4 2 in 1960 and to 3 9 in 1963 Though this progressive 
decline in cjsh and liquidity ratios of banks is an indicator of greater 
capacity of banks in regard to advancing money to industry, it is 
not safe to allow a further decline in this respect In view of the 
rising demand for bank credit anticipated in the Fourth Plan period 
and in the interest of a balanced growth of the banking system, 
it is important for banks in general to prevent a further decline 
in the liquidity ratio and in appropriate eases to strengthen their 
liquidity 

Growing assistance to industry 

With the growing prosperity of banks the growing importance 
of bank credit to industry is evidenced by the large volume of credit 
made available to industries during the period of the first three 
plans During the five-year period I9SI-55, scheduled bank credit 
rose by Rs 169 crorcs of which credit extended to industries accoun- 
ted for Rs 69 crorcs or 41 per cent Bank credit to industry during 
the years 1956 60 accounted for a. much larger proportion, because 
of the increased impetus given to industrial development under the 
Second Plan Of the increase in scheduled bank credit of Rs 455 
crorcs, industrial credit amounted to Rs 342 crorcs or 75 per cent 
Thus, over the decade 1951-60, industrial credit increased by Rs 410 
crorcs or two-thirds of the total increases in bank credit, raising 
its relative share from 32 per cent to 51 per cent 
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Increasing bank advances to mdustrv Here particularly signifi- 
cant during the latter jears of the Second Plan The sharp spurt m 
industrial advances was occasioned by the coming into production 
of new industrial units (particularly in engineering, sugar and 
chemicals) set up in the earlier phase of the Second Plan as well as 
b> the significant growth m the scale of production, following the 
larger availability of iron and steel The expansion also represented 
partly the impact of the nse in prices of raw materials and partly the 
build up of stocks in certain industries 

The trend of greater bank credit to mdustrv which began during 
the Second Plan period continued during the Third Plan is evident 
from the following figures 

Scheduled banks alliances to major groups of borrotcers 


(Rupees m crores) 



Borrow er 

October 

Amount 

1959 

April I960 1 
Amount % 

March t965‘ 
Amount % 

1 

Industrj 

418 5 

44 7 

533 

47 4 

1287 

615 

2 

Commerce 

296 1 

31 6 

370 

32 8 

537 

25 6 

3 

Financial 

77 1 

83 

75 

66 

94 

45 

4 

Agriculture 

25 7 

27 

19 

1 7 

4 

02 

5 

Personal 

68 2 

73 

78 

69 

no 

52 

6 

Professional 

98 

I 1 

11 

10 

13 

06 

7 

All others 

40 0 

43 

40 

36 

50 

24 


Total 

935 7 

100 

1126 

100 

2095 

100 


It vvill be observed that from a 51 0 o share at the end of the 
Second Plan, the share of mdustrj rose to 61 5 per cent in March 
1965 While percentage share of mdustrv in Bank advances has thus 
increased in recent j ears, the share of commerce, financial institutions 
and agriculture has slightly declined The share of the commercial 
sector m bank advances in 1955 was 50 per cent, while that of the 
industrial sector wasonlj 34 percent The share of the former declined 
to 32 8 per cent in I960 and to 25 6% in 1965, but that of the latter 
rose up to 47 4 per cent in I960 and to 61 5% ra March 1965 
Financial sector took up 6 6 per cent share in bank advances in 1960, 
but 4 5 per cent onlj m 1965 Sundarl}, the share of agriculture 
declined from 1 7 per cent m 1960 to 0 2 per cent m March 1965 onlj 
Scheduled banks’ advances rose from Rs 1126 crores to 
Rs 2095 crores, a rise of Rs 969 crores or 86% ov er a period of 5 
jears (I960 65) Of the increase, the major part was on account of 
advances to industry which rose by Rs 754 crores or 14]% Since 
the average annual nse in industrial advances during the 5 jears 
(I960 65) was above that in the bank credit m these jears, the share 
of industry in total advances rose from 47% to 62% From this 
point of view, the rise in industrial advances constituted 78% of the 
total rise in advances The fact that industrial advances at the end 
of March 1965 were distributed among only 48,000 borrowers 


1 Reserve Bank of India Bulletin January 1966 


Short-term Finance in India 279 


accounts out of a total of more than 11,00,000 accounts, is an 
indication of the large average size of industrial advances as such 1 
Industries assisted. The industrial advances in March 1965 
amounted to Rs 1287 crores The distribution of this amount 
among 18 important industries is shown below The three impor- 
tant industries, viz , cotton (ginning, pressing, spinnmgand weaving), 
engineering (heavy and light) and sugar are responsible for about 
51% of the industrial advances The engineering industry alone is 
responsible for 24%, cotton for 19% and sugar (including gur) for 
about 8% Other important industries getting bank assistance are 
jute textiles (5%), plantations (4 2%), chemicals (3 2%), iron and 
steel (3 0%) vegetable oils (2 3%), public utilities (3 3%), mining 
(2 6%), paper (2 5° 0 ) and rayon (2 2%) These 12 industries took up 
as much as 79% of the advances 

/Iclrnnces of scheduled banks to industry 


(Rupees in crores) 



Industry 

Dec 

Rs 

1955 

April 1961 

Rs % 

March 1965* 
Rs % 

1 

Colton 

49 7 

22 5 

145 08 

21 2 

247 24 

19 2 

2 

Engineering 

31 1 

14 1 

109 62 

160 

304 49 

23 7 

3 

Sugar & Gur 

25 3 

11 5 

100 79 

14 7 

100 67 

78 

4 

Iron &. Steel 

7 1 

32 

33 90 

50 

39 54 

30 

5 

Plantations 

— 

— 

32 90 

48 

54 31 

42 

6 

Chemicals, etc 

97 

44 

33 01 

48 

41 13 

32 

7 

Jute textiles 

14 S 

66 

32 08 

4 7 

66 10 

51 

8 

Vegetable oils 

II 3 

5 I 

27 44 

40 

28 50 

23 

9 

Public utilities 

1<H 

48 

26 62 

38 

42 39 

33 

10 

Cement 

40 

1 8 

IS 53 

27 

21 87 

1 7 

11 

Paper 

— 

— 

14 09 

2 1 

32 06 

25 

12 

Mining and 








Quarrying 

68 

3 1 

12 62 

1 8 

34 21 

26 

13 

Drugs and 








Pharmaceuticals 


— 

— 

— 

22 50 

1 7 

14 

Rayon, Nylon 
& Silk textiles 




10 56 

1 5 

29 25 

22 

15 

Other textiles 

(54 

70 

9 44 

14 

27 72 

2 i 

16 

Rubber 








products 

— 

— 

6 88 

1 0 

18 36 

1 4 

17 

Fuel oil 

— 

— 

5 09 

07 

28 76 

22 

IS 









leather goods 


— 

2 86 

04 

5 10 

0 2 

19 

Others 

3S4 

160 

/ 51 35 
\12 77 

7 61 
18) 

■ 142 12 

11 6 


Total 

221 0 

100 

685 63 

100 

1287 32 

100 


> Commerce dated 26-2-66 

Reserve Bank of India Bulletin. January 1966 
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The engineering group of industries include both hears and 
light engineering, the latter getting greater proportion of bank ad- 
\ances The important industries of the light engineering group 
getting advantage of bank finance are automobiles, sure and wire 
products and bic>c3es Out of 10,319 bank accounts of engineering 
industries as on 31st March, 1965, as mans as 8444 were those of 
light engineering industries If the number of accounts is taken as a 
guide, the share of engineering industry is the largest follossed bs 
cotton textiles, public utilities and plantations as shown below 


A umber of bank accounts of selected Industrie* as 
on 31st March 1965 



Industry 

dumber of Accounts 

1 

Engineering 



Heav> Engineering 1,875 



Light Engineering 8,444 

10,319 

2 . 

Cotton Textiles 

5,757 

3 

Vegetable Oil crushmc and refining 



(including vanaspati, soap, etc > 

2,297 

4 

Public Utilities (e g., transport. 



communications, gas, electricity , etc ) 

3,631 

5 

Textiles other than Cotton, Ravon, 



Silk and N>lon 

1,868 

6 

Plantations 

3.290 

7 

Chemicals, Drugs and Fertilizers 

1,892 

8 

Ravon, N>lon and Silk textiles 

1,530 

9 

Sugar and Gur 

520 

10 

Others 

17,224 


Total 

48,328 


The nse m industrial adsances in recent sears has been shared 
b> all important sectors of industrs , parttcularls engineering, cotton 
textiles and sugar The relatise percentage share of engineering 
mdustr> m lota} bank, adsances (to all sectors of the economs) rose 
from 4 8 in December 1955 to 8 4 in April 1961 and 14 5 in 
March 1965, almost a threefold increase The reason is the coming 
into production of new industrial units set up during the Second 
and Third Plans as s\ ell as a significant growth in the scale of pro- 
duction of many units. The percentage share of sugar mdustrv in 
total bank advances went up from 3 9 in December 1955 to 7 7 
in April 1961, but declined to 4 8 in March 1965 Other 
important industries taking a large share of bank advances durinc 
1955-65 are cotton and jute textiles, iron and steel, chemicals zaa 
paper The following table shows the relative shares of different 
industries 
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P#rcent<i£e share of industries m total bank advances 



Industry 

Dec 

1954 

Dec 

1955 

April 

I960 

ll 

March 

1965 

l 

Cotton Textiles 

10 6 

77 

11 0 

n i 

11 8 

2 

Engineering 

39 

48 

7 7 

8 4 

14 5 

3 

Sugir and Gur 

24 

39 

68 

77 

48 

4 

Iron and Steel 

10 

I t 

22 

26 

( 9 

5 

Plantation 

— 

— 

1 6 

26 

26 

6 

Chemicals 

1 6 

1 5 

23 

25 

20 

7 

lute Textiles 

24 

23 

22 

25 

32 

8 

Vegetable Oils 

1 6 

1 8 

l 9 

2 1 

1 7 

9 

Public Utilities 

1 2 

1 7 

20 

20 

20 

10 

Cement 

02 

06 

I 3 

I 4 

10 

If 

Paper 

— 

— 

1 0 

1 1 

1 5 

12 

Mimne 

08 

1 1 

1 1 

1 0 

1 6 

13 

Electrical Goods 

— 

— 

07 

1 0 

— 

14 

Rayon 

— 

— 

07 

OS 

14 

15 

Fuel Oil 

— 

— 

03 

04 

1 4 

16 

Lc ither 

— 

— 

03 

02 

02 


\t will be observed from the above hemes that certain new 
industries have come into prominence as participants of bank 
advances in recent years viz plantations, paper and paper products, 
rayon jtvlon and silk, fuel oil and leifher and leather goods The 
relative share in bank advances of jute, vegetable oils, public utilities 
and coal mining, etc , has not substantially changed in recent years 

Basic principles or bank-lending 

Another weighty financial consideration before a lending bank 
is the safety of the money .advanced Safety implies safe custody 
and sate return The bank advancing money must make sure th it 
the borrower will be able to repay the loan from reasonable safe 
sources within the agreed period of time Safety is determined by 
the degree of confidence in the borrower In fact, confidence is the 
basis ot ill cad it transactions No b inker would ever be willing 
to advance a loin, unless he h re sufficient confidence m the borrower 
about the pavment of interest and the repayment of the principal 
Confidence ot a banker re earned by character and therefore the 
fundament il principles governing credit are character, capacity 
and cipital which are known as three C’s of credit . instead of the 
three C s some authors tall them as the three R’s, i c , reliability, 
responsibility and resources if looked at closclv it will be clear 
th it these features are not quite unrel ited A person whose ch irac- 
ter and capacity are good, re likelv to have some capital as well 

Character ol the borrower indicates hre intention to repav the 
loan, whereas hre capacity and capital are the factors upon which 
depends hts ability to repay the money advanced- Jf a person’s 
mtecritv re known to be questionable, the banker will avoid him. 
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e\en when he wants accommodation against a collateral security, 
because it may later on transpire that his title to the security 
deposited is defectise m one respect or another ‘Honesty’ alone 
does not constitute character There are se\ eral other factors, for 
example, “the sobriety, the promptness of payment, good habits, 
personality, the ability and the willingness to carry a project through 
from beginning to end and the reputation of the people with whom 
he deals which go to make the character of a customer ’ 1 A man 
of character is more creditworthy than a man of property with all 
its uncertainties and with all the attendant esils like false valuation, 
misrepresentation and malpractices 

With ffte impersonal relationship that has come to exist in 
modern large scale business the importance of the other two Cs— 
capacity and capital— has increased a great deal The former is closely 
connected with the success or failure of a business If a customer has 
no insight into the particular business for which he wants to borrow 
funds from the banker, there are greater chances of loss than of 
‘profit’ to the banker It is unwise to share with an inexperienced 
borrower, the risks entailed in entering into a new bne of which 
he knows nothing There cannot be any absolute certainty about 
the success of a bu'iness and m case there is a loss, the customer’s 
capital should enable him to meet the loss without shifting it to 
bis creditors Hence the importance of the third C (capital) Some 
borrowers want their bankers to provide most of the capital 
required This is certainly not the business of the commercial banks 
but that of the proprietors of the business or credit institutions 
specializing in long term loans If a customer is in possession of 
any two of the three C s to a sufficient degree and is deficient to a 
small extent as regards the third, the banker may not mind extending 
credit to him 

Classification of bank advances 

It is probably on the basis of the degree of confidence that 
Section 20 of the Banking Companies Act classifies the bank adyances 
as (i) secured, and (n) unsecured An unsecured loan is one for yyhich 
the banker has to rely upon the personal security of the borrower 
The chief basis of such transactions is the personal credit of the 
customer When the banker has full confidence and unshakable 
belief in the honesty and the jstegntv of the customer, such advances 
emanate They are also termed as clean adyances since no Iormau 

ties of pledge, etc , are needed in this case Unsecured advances 
are not popular in India Most of the advances granted by banks 
in India are generally secured ones They hayea backing either of a 
personal security or of an impersonal one Personal security is an 
undertaking by some third person to be responsible for the repay- 
ment of an adyance and may take the form of a guarantee under 
hand or under seal, or a bond under seal, or a promissory note 
In all such cases, the remedy of the banker js a personal one, i e , 


i M L-Tannan Banking Law and Practice ut India 1954, p 200 
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jf the undertaking is not fulfilled and the advance is not repaid, the 
banker must take action to enforce his rights against the person who 
signed the undertaking In India the banker accepts promissory 
notes with a second signature, 1 c . endorsed by shroffs, or 
managing agents of companies Even the Hundi is in effect a two- 
name paper The second category of secured advances has a backing 
of some tangible and marketable securities, lodged or pledged with 
the lender, such as bonds, shares, merchandise, immovable property, 
life policies, title deeds, etc 

it may be noted that a major part of the bank advances in 
India is secured and only a small proportion of about 11% to 16% 
advances is unsecured as shown below 


Secured and unsecured advances of scheduled banks 

(Rupcss in crorcs) 


Date 

Secured 

Amount _% 

Unsecured 
Amount % 

Total 

31-12-54 

31— » 2—55 
31-12-60 
29-10-65 

467 2 
543 1 
1004 0 
1741 8 

83 9 

84 2 

88 8 

86 3 

89 7 

101 9 

126 0 

276 7 

16 1 
158 

11 2 

13 7 

557 0 
664 9 
1130 0 
2018 5 


It may further be noted from the above figures that the relative 
proportion of secured advances has gone up in recent years and that 
of unsecured advances has gone down In 1954 and 1955, secured 
advances were about 84% which went up to about #9% in I960 
On the other hand the percentage of unsecured advances fell from 
about 16 to 11 only during the same period 

This trend is in consonance with the progressive growth of 
joint-stock enterprise in recent years on account of industrial bias 
given to the country’s economy since the Second Five Year Plan 
As a natural consequence of the growth of joint-stock form of 
business, the number of company borrowers has gone up and now 
about 83% of the bank advances are taken up by limited companies, 
where the relationship between the borrower and the lending bank 
is less personal than it is in the case of partnership or proprietory 
concerns and banks The following analysis of bank advances 
supports this statement 

Industrial advances of scheduled banks according to 
type of borrowers 


(Rupees in crorcs) 
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Types of security 

Secured loans and advances form 85% to 90% of the total 
loans and advances in India 1 The securitj given for the advances is 
classified as follows 

(1) Government and other trustee securities , 

(2) Gold and silver bullion 

(3) Gold and silver ornaments , 

(4) Shares of joint stock companies 

(5) Merchandise , 

(6) Real estate , 

(7) Fixed deposits 

(8) Miscellaneous 

Since a large part of the bank advances is taken up bj limited 
companies, usually the manufacturing concerns, it is but natural 
that the most important securities offered are manufactures, minerals 
and industrial raw materials as shown below 


Statement shotctng advances of scheduled banks against 
principal types of securities 

(Rupees in crorcs) 



Types of security 

25 10-63 

30-10-64 

29-10-65 

I 

Food Articles 

49 04 

39 21 

107 91 

11 

Industrial Raw Materials 

99 69 

109 88 

11736 

111 

Plantation Products 

55 61 

62 44 

71 15 

IV, 

Manufactures and Minerals 

571 97 

695 59 

842 05 

V 

Other Securities 

437 37 

519 27 

603 34 


Total 

1213 68 

1426 39 

1741 81 


Food articles include padd>, rice, wheat, gram, sugar and gur, 
vegetable oils and vanaspati, etc , and are offered as securitj against 
advances bj nee mills, flour mills, sugar factories, oil mills and 
\anaspati factories Industrial raw materials (item II) which sene 
as security for loans are groundnuts and other oil seeds, raw cotton, 
raw jute and hides and skins , they are offered to banks by oil nulls, 
cotton textile mills, jute and leather concerns The tea, coffee, 
cashewnut and paper plantations take advances from banks on the 
basis of their own products The manufacturing industries, uz., 
cotton textiles, jute textiles, iron and steel, mining concerns, chemi- 
cals, etc , mostly offer their finished products as securitj for loans. 
Other securities include real estate, gold and silver, shorts and 
debentures. Government and other trustee securities, etc Advances 
are also granted to a small extent against warehouse receipts cover- 
ing principal tjpes of commodities, viz., paddj and nee, wheat, 
sugar, cotton, oilseeds, jute, etc 

i NaJinkumar I Almaula Operations of the Reserre Bank of India (1936-54 . 

1960, p 30 
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Collateral Security — Mention may also be made of the much 
spoken term Collateral Security In general, the term applies to all 
types of security that run side by side with the banker's personal right 
of action against a debtor customer in respect of an advance, i e , it 
applies to share certificates, bearer bonds, title deeds, life policies, etc , 
deposited by the customer as cover for an advance, and also to a 
guarantee or other security signed or deposited by a third party as 
security for the customer’s overdraft In another sense, the term 
‘collateral security’ is applied to any of two or more securities that 
co\er the same debt, as where the account of one customer is secured 
by two guarantees, or by a guarantee and documents of title 

Collateral security (apart from guarantees and bonds) may 
become available to a banker in one of four mam ways (a) Mort- 
gage , (b) Pledge , (c) Hypothecation , (d) Lien The first three 
of these are evidenced by an instrument containing the charge, the 
reason for it, the amount of the advance and other relevant 
particulars 

Guarantee — A guarantee is a contract whereby one person, 
the guarantor or surety, undertakes to be answerable for the payment 
of a debt or the performance of some act by another person, (he 
principal debtor Section 126 of the Indian Contract Act defines a 
contract of guarantee as ‘a contract to perform the promise, or 
discharge the liability of a third person in case of his default ” 
The contract of guarantee is therefore a secondary one, the guarantor 
being liable only if the principal debtor defaults A guarantee 
may be either oral or written A guarantor who fulfils his obligation 
and pays the creditor may sue the principal debtor for repayment 

When banker's advances are not secured by means of collateral 
securities and the personal security of the borrower is inadequate, 
guarantees play an important part The need for this form of 
security arises not only when an applicant for loan cannot offer any 
tangible security, but also when the banker finds that the position 
of the customer indebted to him has weakened as a result of the 
depreciation in the value of the collateral security deposited, thus 
leaving the banker’s advance inadequately secured A private 
company may be unable to offer adequate security to cover art 
advance needed by it but its directors who control the company 
may be prepared to ofFer their personal guarantees to secure the 
loan The most important form in which bankers gi\e accommodation 
without any collateral security, is the discounting of clean bills 

Guarantees may be specific or continuing A specific or non- 
contmuing guarantee is one in which the surety undertakes to be 
liable only in respect of a specific transaction or a fixed advance 
Such a guarantee cannot be revoked by the surety until the loan 
is repaid A continuing guarantee is one in which the guarantor 
undertakes to be liable for the balance at any time on mg on the 
debtor's account during the continuance of the guarantee up to any 
limit that may be specified This form is used whether the advance 
is taken as a fluctuating overdraft or on loan account 
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Mortgage — A mortgage (other than a mortgage of land) is a 
conveyance of the legal ownership of the thing mortgaged to the 
lender, the possession of that thing in some cases remaining with the 
borrower and in other cases passing to the lender Whether or not 
a transfer amounts to a mortgage will depend on the language of the 
documents creating the same In conveyancing, the formula is as 
follows "The mortgagor hereby conveys, transfers and assigns 
unto the mortgagee his right, title and interest in the property to base 
and to hold the same to the use of the mortgagee subject to the pro- 
viso for redemption hereinafter contained ” 

A Legal Mortgage transfers the ownership (though not neces- 
sarily the possession) of the propern charged to the mortgagee, and 
gives him a right to sell the property upon default by the mortgagor 
in paying the principal or interest The mortgagor is left with his 
equity of redemption, i e , the nght to claim the transfer bach of the 
property on discharging the mortgage 

An Equitable Mortgage, which mas be created by deposit of 
title deeds with or without a memorandum, or even by a memoran- 
dum of charge without deposit of the deeds, gives the mortgagee od1> 
an equitable interest m the property, which, except with the consent 
of the mortgagor, can be realized only if the mortgagee obtains a 
power of sale or an order for foreclosure from the court 

Pledge — Pledge means the actual or constructive delivery of 
goods or securities by a debtor to his creditor to hold as a secuntv 
for the debt Jt is an express or implied term of a contract of pledge 
that the ownership of the security remains v ested in the pledger (be 
who deposits them) The rights of the pledgee (who is in possession 
of the security) permit him to retain the security until pavment of the 
debt and, in case of default, to realize iL Under Section 172 of the 
Indian Contract Act, a pledge is defined as a bailment of goods as 
security for payment of a debt or performance of a promise Delivers 
is necessary in order to complete a pledge It mav be symbolical, 
as for instance, when the hev of a godown m which the goods are 
kept, or documents of title relating to the goods are delivered. 
Further there may be delivers even when ‘there is no physical 
change m the possession of the goods In point of law, possession 
of goods may be changed by agreement without anv physical change 
in their position or in the position of the person who actually bolds 
them." Section 17 S of Indian Contract Act provides that if the 
pledger makes a default in the pavment of the debt bv the stipu- 
lated time, the pledgee has two altematne remedies open to him 

he mav either file a suit for the debt and retain the properti 
pledged as secuntv or he mav, after reasonable notice, 'ell the 
property. 

Hypothecation — The term is strictly used to describe the 
arrangement w hereby one person charges goods to another without 
delivering either the goods themselves or the documents of title 
thereto In law, to create a mortgage of movables, appropriate 
words of transfer and conveyance are necessary and fora pledge. 
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possession is essential A transaction intended to be a security 
over chatties, in which there are no words of transfer and where 
the possession remains with the borrower, will therefore amount to 
an equitable charge which is generally known as hypothecation 
The instrument creating the charge is called a letter of Hypotheca- 
tion It is a document of charge by which a customer pledges 
documents of title with a banker as security It authorizes the banker 
to deal with the goods in any way necessary, to insure and store 
them in his own name at the customer’s expenses, to pay freight 
thereon to the customer’s debit, to sell them if he deems fit, and to 
apply the proceeds m repayment of any adv ance or payment made 
by him on behalf of the pledger Should the amount so realized be 
insufficient to satisfy the banker’s claims, he still has recourse to 
the signatory to the letter of hypothecation for the balance due 
The object of such an authority is to ensure that the banker may be 
adequately covered in the event of the dishonour of the bills drawn 
against the goods, or in the event of the failure of the customer to 
repay the sum advanced 

Lien— Lien is the right of one person to retain property in his 
hands belonging to another until his claims against the owner of the 
property are satisfied Thus a garage proprietor has a hen on a car 
in his possession in respect of money due to him by the owner of the 
car Lien may be either particular or general A particular lien confers 
a right to retain goods in connection with which the particular debt 
arose, whereas a general lien confers a right to retain goods, not only 
in respect of the debt incurred in connection with them, but also in 
respect of the general balance due by the owner of the goods to the 
person holding them Bankers have a general lien on all securities 
deposited with them as bankers by a customer, unless there be an ex- 
press contract, or circumstances that show an implied contract, 
inconsistent with lien A banker's lien is an implied pledge giving him 
a right, in case of default, not only to retain but also, after due 
notice to the customer, to realize securities of the customer and 
to apply the proceeds in satisfaction of his debt Banker's hen arises 
mainly over negotiable securities, e g , cheques, bills, notes, bearer 
bonds and share warrants to bearer Any such securities that 
come into the banker’s hands in the ordinary course of his business 
as a banker are subject to his lien provided they are not deposited 
for a special purpose only (e g , safe custody) and that there is no 
agreement between the banker and his customer that can be regard- 
ed as negativing, or being inconsistent with, the banker s right 
oflien Thus, hen would attach to bills of exchange handed to a 
banker for collection but probably not to bills lodged to the express 
purpose of being presented for acceptance Similarly, a banker 
has no hen on a scrip certificate left bv a customer expressly for the 
purpose of being exchanged for a bond Banker's hen does not apply 
to securities specifically charged as cover for on advance because the 
superior right given by the charge overrides the inferior right of hen 1 

1 S E Thomas and M Meg t ah Principles of Banking, 1946. p 57 
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No lien can arise in respect of propem that cones into the banker's 
hands bv mistake or to co\er a specific advance that is not granted 

Bank accommodation or line of credit 

Few large manufacturing concerns can go without bank’s 
assistance E\er\ promoter must, therefore, discuss his requirements 
of finance with his banker, disclose the nature of the raw material 
and finished products and trv to arm e at an arrangement to get 
enough accommodation from the bank 

The arrangement tilth the bank covers conditions and terms 
on which accommodation is granted b> the bank. The general 
conditions applicable to a cotton mill are given below* 

(1) The total advance will not exceed Rs 50 lakhs 

(2) The secuntv will be all Mocks of cotton \am and doth 

(3) The amount of advance will be 75% of the market value 
of the cotton, yarn and piece goods 

(4) Where the advance is against hypothecation of the Mocks 
or cotton \ am and cloth, the borrower will always see 
that there is Rs 100 worth of goods hypothecated for even 
Rs 75 borrowed bv him 

(5) All stocks pledged or hvpothecated are insured for 
their full market value with an approved insurance 
company 

(6) Correct statements of goods hypothecated will befumi‘ v ed 
to the bank under the signature of a dulv authorized 
person every week. In case of goods pledged, similar state 
ments will be furnished everv three months 

(7) The bank will have the neht to inspect the Mock anv tune 
at its discretion 

(8) Interest on the amounts actually borrowed will be charted 
at the rate of 2% over the Resene Bank of India rate 
with a minimum of 5J% per annum and will be recovered 
even quarter 

Other conditions and more details of the above conditions are 
found m the printed documents executed bv the borrowers w favour 
of the bank. The banks entrust the borrowers with larce amounts 
and expect utmost accuracv and honestv from them. 

Classification of advances 

Usual methods of granting accommodation in India are two 
(i) Grant me advances loans overdrafts and cash 
credits , 

(n) Disco untme bills hundis ard other commercial 
papers 


i\ R Sonali-er Industrial Orgent~atoon aid Industrial Fatsnee. t9*9 pp. • «®- 
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(i) Cash Credits, Overdrafts and Loans Advances by 
Indian Banks generally take the following three forms (a) Cash 
Credits , (b) Overdrafts (or demand loans) , and (c) Loans 

(a) Cash credit — Cash credit is an arrangement by which 
a banker allows his customer to borrow money up to a certain limit 
against either a bond of credit by one or more sureties, or certain 
other securities This is the most favourable mode of borrowing by 
large commercial and industrial concerns in India The advantage 
is that the customer need not borrow at once the whole of the 
amount he is likely to require , he can draw such amount as and 
when actually required He can put back any surplus amount 
which he may find with him for the time being The banker granting 
cash credit and overdraft facilities has to estimate the amount 
of his customer s requirements, and in case the actual drawings fall 
much below his estimate, he may lose interest on the funds remaining 
idle In order to provide against such a contingency, generally, 
banker’s cash credit agreement stipulates one-half or one quarter 
interest clause, according to which the customer has to pay interest 
at least on one-half or one-quarter of the amount of cash credit 
allowed to him, even when he does not use that amount Although, 
in practice, clean loans on personal credit of an individual of un- 
doubted means and character, turn out to be just as safe and 
satisfactory as any other, yet an Indian banker, partly due to his 
innate conservatism and partly on account of the tradition established 
by the old Presidency Banks, insists on having paper with at least 
two names as security for his advances, as a clean advance on a 
single name promissory note unsecured by collateral, is looked upon 
by him as not quite secure 

The security offered in case of cash credit is either a commo- 
dity, like foodgrams, or manufactured articles The security has 
to be properly stored in a recognized warehouse or the bank’s own 
warehouse It is the kind of security offered which distinguishes it 
from overdraft The usual security offered for an overdraft in a 
financial centre, like Bombay in order of importance, would be stock 
and shares, Government securities, personal credit, etc 1 Interest 
charged on cash credit is higher than that charged on overdraft 
Interest has to be paid only on the actual amount overdrawn and 
not on the maximum amount permitted to be overdrawn 

Every factory, working on a fairly large scale, must have cash 
credit arrangements with its bank to cover the stocks of raw materials 
for 3 to 6 months, which it may be required to keep on hand and 
to take care of the finance that may be required for holding the 
finished products until they arc sold and delivered The arrangement 
must be isrge crnwipb j.'so lo tiltt rare of Jhr mrojwiy's need fox 
finance if there is a setback in sales 

(b) Oxcrdrafts — When a customer requires temporary accom- 
modation. he may be allowed to overdraw his current account, 

i NalinVumar I Almiula Operallont of the Resent flank of India [1935 54), 
1960, p 31 
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usually against collateral securities From the customer’s point of 
uew this arrangement like the cash credit is advantageous as he is 
required to pa> interest on the amount actually used by him The 
essential difference between a cash credit and an overdraft is that 
the latter is supposed to be a form of credit to be made use of 
occasionally, whereas the former is used for long terms by commer- 
cial and industrial concerns doing regular business Overdraft is 
more suitable for lendings of smaller amounts than in the case of 
a cash credit The interest charged on overdrafts is lower than that 
charged on cash credit The rate of interest charged m each case 
varies according to the financial standing of the customer, and the 
availability of loanable funds The interest is paid only on the 
amount overdrawn and not on the maximum limit allowed 

Documents taken to secure cash credit and overdrafts should 
provide for continuing security, 1 e , the security should not dimmish 
or lapse in case the account is reduced or brought in credit Other- 
wise the documents would not cover any subsequent debit entries in 
the account It is particularly necessary in case of accounts guaran- 
teed by third parties 

(c) Loans— When a banker makes an advance in a lump 
sum the whole of which is withdrawn and is supposed to be repaid 
generally wholly at one time is called a loan If the customer repays 
the same either wholly or partially and wishes to have accommoda- 
tion subsequently, the latter will be treated as a separate transaction 
to be entered into if the bank agrees to do so and subject to such 
terms as the bank may like to impose Thus the bank does not 
suffer anv loss of interest as a result of carrying excessive cash which 
is necessary in the case of cash credit and overdrafts Loan accounts 
are said to have a lower operating cost than cash credits and over- 
drafts because of the larger number of operations in the case of the 
latter as compared to the former and consequently a lower rate of 
interest on loans appears to be justifiable than in the case of over- 
drafts and cash credits 

This is the simplest form of lending Cash credits and over- 
drafts are invariably used for trade and business, but loans are 
frequently raised for non trading purposes as well Loans are made 
for longer periods than overdrafts or cash credits, but rarely extend 
beyond a year In case of business loans the collaterals used in 
order of importance are Government securities, real estate, and 
stocks and shares In case of personal loans, however, the colla- 
terals used are real estate, ornaments, and, very seldom, Government 
Securities 

The amount of loans, cash credits and overdrafts almost doubled 
during the decade 1951 61 The Indian scheduled banks advanced 
under this head Rs 533 66 crores in 1950-51 which went up to 
Rs 1127 74 croresby 1960-61 The upward trend has continued 
thereafter also The advances of Indian scheduled banks in 1964-65 
came to about 80 per cent of their total short term advances 
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excluding * money at call and short notice' which represents simply 
interbank dealings The following figures may be of interest 
Different types of alliances of Scheduled Banks 


( Rupees in crores) 




|fgg| 






■m 


■ l t'T’nl 




klv*j 

hi-Skf-f *:• 




m v;i 



■<1 vfl 


■ i Aj.ll 

KTTV 



r i iTt'l 



I ) ilffivl 


Ml livl 



ilYrifl 




fir 'S-La 




















It will be seen from the above figures that bank advances in 
the form of loans, cash credits and overdrafts have increased in 
absolute terms as well as in relative terms in recent years consider- 
ably Their relative percentage in total bank investments has gone 
up from 80 4 in 1955-56 to about 84 4 in 1960 61 and to 83 6 in 
1964-65 In arriving at the above percentage the amount of column 2 
(i c , money at call and short notice) has been excluded as it repre- 
sents mostly inter-bank dealings and docs not come m the category 
of industrial loans or advances 

Money at call and short not(ce~Fhe call money market is 
almost entirely confined to mtcr-bank dealings Other institutions 
and individuals sometimes enter the market as lenders The call 
money market is more active in Bombay than in Calcutta In Madras 
it is insignificant In all the three centres (he Exchange Banks arc 
the mam borrowers In Ahmedabad a call money market also 
operates among groups of private traders who lend and borrow 
amongst themselves overnight loans at an agreed rate of interest 
The scale of operations, however, is not significant 

Call loans enable bmks to employ their surplus funds profitably 
for very short periods of time like a day or two Call-loans arise 
because of the surplus funds left with the banks Large variations 
m the amount of the surplus funds occur according to the seasonal 
stringency or slackness The only alternative to call loans is to have 
idle cash or to invest the surplus funds in advances to customers and 
in the Government Securities, which on the average earn much less 
than demand loans (overdrafts) During the slack season when 
there is a surplus of funds, the call loans arc based on the idci that 
some return »s better than no return and that the banks could recall 
the loans when the busy seasons returns As already stated, the 
txclwngc B-mks arc the mam borrowers Their investments are 
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highly liquid and include a large portfolio of bills and, therefore, their 
cash reserves are rather low compared to those of other Indian 
banks But they have a high reputation and therefore, can borrow 
in the market whenever they need cash, even though they have low 
reserves When the amount of bills offered exceeds the amount of 
bills maturing, temporary stringencies arise for them They tide 
over this stringency by borrowing money from the other banks at call 
or short notice in the market In addition, such borrowings are the 
means of mobilizing funds and employing economically such money 
as js available at the height of busy season 

Unlike call-loans in London, which are secured by collateral in 
India mter-bank call-loans are unsecured 

(u) Discounting of Dills The most important form in which 
bankers give accommodation without any collateral security, is the 
discounting of clean bills This form of employment of a substantial 
part of the banker’s funds is very popular with the commercial banks 
in the leading European countries India’s commercial banks do not 
employ their funds in the discounting of bills to the same extent as 
do the European banks though there has been some improvement 
in this direction in recent years, particularly since the introduction m 
1952 of the Bill Market Scheme by the Reserve Bank of India The 
reason for the unpopularity of bills with Indian Banks is the lack of 
liquid resources to the same extent as their conferers in England have, 
because most of the deposits of banks in India are not payable on 
demand or at very short notice Moreover the yield from Govern 
ment securities is usually higher in India than in England 

In 1951 the Indian Scheduled Banks purchased bills to the 
extent of Rs 15 6 crores only The amount employed by these 
banks in discounting bills rose to Rs 38 8 crores in 1952 when the 
Reserve Banks’ scheme was introduced Since then Indian Banks 
have made an increasing use of this system of employment of their 
funds, so that in 1955 the amount employed was Rs 105 9 crores 
which rose to a peak figure of Rs 171 3 crores in 1957 In the next 
two years the amount declined considerably, but again showed an 
upward trend having reached Rs 157 5 crores in 1960 This is 
about 14° 0 of the total short term investments of scheduled banks 
Out of Rs 1 57 5 crores spent on purchasing bills of exchange in 
J _9/>0, Rs J JO 5 crores were spent on -inland bills and Rs 46 6 crores 
on foreign bills 

Advantages of discounting of bills. 1 Discounting of bills 
is advantageous to commercial banks in many ways 

(1) Certainty of payment on due date The money invested 
in first class bills is realized on the due date The first reason is that 
the businessman who has accepted a bill endeavours to honour it, as 
otherwise his credit suffers The second reason is, if the acceptor 
fails to make the payment on the maturity of the bill, the banker 


1 M L Tannan Banking Law and Practice in India, 1954 pp 275 76 



Short-term Finance in India 293 


will get his money from his customer, the drawer or one of the 
endorsers more particularly the customer for whom he discounted 
the bill 

(2) Employment of funds for n definite period The 
banker is able to employ his funds for a definite period and by 
judicious selection of the maturities of the bills he can so arrange his 
investments as to enable him to meet all his foreseen demands with- 
out keeping his funds idle for any time 

(3) Liquidity These bills constitute securities of a very 
liquid nature and can be used for strengthening his cash reserve In 
case of urgent or unforeseen demands, the banker can convert bills 
into cash by getting them rediscounted with the Reserve Bank of 
Indja Thus, a bank with a very large part of its funds in bills can 
do with comparatively smaller cash reserves than those with smaller 
bill portfolio 

(4) Freedom from fluctuations in prices Commercial bills 
are not subject to price fluctuations like the stock exchange securities 
and are therefore advantageous to bankers 

(5) Higher yield The yield from the discounting of bills is 
slightly higher than that from loans or advances, because in the 
case of the former, the interest known as discount, is deducted at the 
time of discounting the bills, whereas in the later case, it becomes 
payable only when the principal falls due or is payable quarterly, 
half yearly or yearly If a banker invests Rs 1 crore in discounting 
bills for 3 months at 5”, and another banker invests an equal amount 
in loans for the same period and at the same rate, the former is able 
to earn about Rs 6,600, i e , 25° 0 more than the latter The return 
per cent per annum is shown in the following table in both the cases 

By Interest % By Discount 0 

5 5 2631 

6 6 3829 

7 7 5268 

8 8 6956 

9 9 8901 

io it mi 

(6) Acte Accounts Banks discounting bills are able to 
attract more customers, because parties who have to make payments 
of bills generally open accounts with banks holding bills drawn upon 
them 

Reasons for the restricted use of bills in India 

.Even thoqeh there is discounting of bills and the system is 
gaming popularity, there is no true bill market in India Most of 
the bills that are discounted by banks are held till maturity and 
in case of export bills they arc discounted in the London money 
market by the T xchange Banks because they have an easy access to 
that market and it is also said to be economical for them The chief 
reasons for the restricted use of bills in India are . 
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(]) direct link beticeen the Reserve Bard and the 
Indigenous Banker In the unorganized sector of the monev market 
the lack of the development of broadlv based hundi market could be 
attributed to two important causes One is the absence of am 
direct link between the Resene Bank and the indigenous bankers. 
This means that the indigenous bankers could not rediscount the 
hundis in their portfolio with the Reserve Bank when the\ n*ed 
more cash Second is the refusal of the Resene Bank to recognize 
hundi as equal to a bill of exchance in the comennonal sense of the 
real bill doctrine 

(2) ”No homogeneity of customs governing hundis The 
lack of uniformity in the customs governing the hundis is another 
reason for the relative unpopulaniv of commercial bills in Jntha. 
If the hundis were drawn m a single lancuaEe without the lonepre 
fat orj salutations and unnecessan emetines and with their essentia! 
features definitely defined they would circulate more free h than 
they do at present 

(3) The s> stem of Cash Credits and running Accounts 
The basic reason for the failure of an aeliv e bill market is it' prefer 
ance of businessmen in India for mstnim-ms of credit oth'r than 
bills of cxchancc The\ prefer advances in the form of cash credits 
and overdrafts from banks to discounting bills of exdrme' for 
financing their business needs The populantv of advances over fc32« 
is prov ed b\ the fact that th' ratio of bills discounted to advances 
amone the assets of scheduled banks is usually verv low It vanes 
between three and five per cent- The reason for the populantv of 
cash credits and overdraftsis that thev are more comcwvl and 
inexpensive compared to b 11s In lh' case of cash credits, oHrt 
is paid only to the extent that credits are used with half or quarle T 
interest clause and the bank can withdraw credits in the event of anv 
delenoralion in the position of the borrowing parlv The commer 
nal banks too prefer loans and advances from the Reserve Bank to 
rediscountmc bills with it. 

(4) Lack of facilities for rediscounting Before the Reserve 
Bank of India was started the Indian joint-stock banks, in css- of 
need had to resort to the Imperial Bank of India for financial 
assistance and as the latter competed with the former m comm'rcjaJ 
banking business the joint stock banks preferred to make use of 
their Got eraznear securities portfolio for Joans from the then central 
banking institution instead of gettinc their bills rediscounted bv rt <o 
as to avoid disclosing the nara'-s of their clients whose bills thev h 2 d 
discounted- Moreover, the facihtv of rcdiscountine was restricted 
to approved bills onlv 

(5) Absence of public warehouses There b'lflg lack of 
public warehouses and codowns in India for stocking produce th' 
docum-ntary bills, which would b" more popular with Indian joint 
stock banks are conspicuous bv th-ir absence. 

(6) Small number of bank offices The absence of a 
sufficient number of banking offices in the countrv also accounts for 
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ihc Lick of popuJ irity of bills of exchange If goods arc sent from 
port towns to upcountrv places with no banking facilities the charges 
for the collection of bills drawn in connection with such consign- 
ments entail a heavy burden Moreover, this fictor also stands in 
the way of ascertaining the credit position of parties in comp natively 
small places 

(7) The evolution of branch Intnhtnfi The growth of branch 
banking and the use of telegraphic translers obviates the need for 
linancing trade transactions by means of bills of exchange To 
this cause may be added the improvement m means of transportation 
which makes possible the quick transfer of goods from one place to 
another, and to that extent reduces the period for which credit is 
required for a transaction 

(8) Stamp duty The high rate of stamp duty on bills in 
Indit is also a great handicap to the free use of commercial hills 

Bill Market Scheme 

The banking authorities in India have been trying for a long 
time to establish a discount market on the British model The 
Reserve Bank of India since its inception has directed its attention 
in this direction The Reserve Bank directed its efforts in two 
directions firstly, it tried to develop a direct link between itself and 
the unorganized sector The essence of this effort was an offer to 
rediscount hitulis of approved indigenous bankers, provided they 
agreed to accept certain conditions advanced by it Its efforts, 
however, failed to m ike any he idway 

Secondly, it attempted to develop the b ibit of rediscounting 
bills in the org inizcd sector both among the scheduled banks and 
the co-operative banks It developed two schemes for the organized 
sector one for the co-operative hanks and another for scheduled 
bmks In both schemes it has been successful particiilary in die 
bill market scheme Jor tchcdnied banks 

To promote the habit of dealing in bills and rediscounting 
them, among the scheduled banks the Reserve B ink made a begin- 
ning with treasury bills It is true that treasury bills arc entirely 
different from commcrcni bills in purpose and contents But at the 
time they were the only assets approaching bills of exchange and 
were available in suflicicnt amount (excluding /intuits) The treasury 
bills were discounted by the scheduled banks with the Reserve Bank 
rcgul irly and in substantial amounts 

Though the value of bills discounted by the scheduled banks 
nearly doubled during the war period, yet it reflected more the war- 
time inflation of prices th in an increase in the popularity of the use 
of bills of exchange The idea of developing a bill market received 
new impetus during the Korean War boom In late 1951 the 
Reserve Bank was faced with a new monetary situation A credit 
inflation of serious proportions had occurred and the Reserve Bank 
was faced with the problem of establishing its control over bank 
credit It may be recalled that to check this new inflation the 
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Resene Bank raised its bank rate from 3% to a^.andmadea break 
with its long established policy of buung and selling Government 
securities at the initiative of the commercial banks \\ ith this break, 
an alternative means of introducing an element of credit elastimn 
m the monev market had to be found The Reserve Bank found the 
answer in a bill market A bill of exchange would provide the 
necessarv credit elasticitv to the monev market The supplv of bills 
could be increased during the busv season and decreased during 
the slack, as the maturing bills would be liquidated to suit the 
decreased need of the market Therefore after consultations with 
the leading bankers of the countrv the Reserve Bank announced m 
January 1952 a scheme for the creation of a bill market 

Under this scheme the Reserve Bank announced ns re 2 dire<s 
to make demand loans to scheduled banks against the secuntv of 
their demand promissorv noies supported b\ usance promisors 
notes of their constituents As an inducement to banks to popu 
lanze the bill as an instrument of credit, the Bank offered to make 
such advances at £ per cent below the bank rate and to bear half 
the cost of the stamp dutv incurred in converting demand bills into 
time bills The maximum value of individual bills tendered to the 
Bank was fixed at Rs 1 lakh and the minimum limit for a «inde 
advance at a time at Rs 25 lakhs The scheme was onpnalh 
restricted to scheduled banks with deposits of Rs lOcroresason 
December 1951, but has since been extended to scheduled banks with 
total deposits of Rs 5 crores and over 

From the verv beginning the scheme showed signs of success 
Within the first three months of its operation the amount of 
advances under it reached a figure of Rs 28 crores 

The facilities available under the scheme hav e been progres- 
sively liberalized as its working demonstrated the need for it The 
Indian Banks’ Association represented to the Reserve Bank that tie 
eligibility requirements fixed imtiallv were too restrictive and, const- 
quenth, verv few banks could take advantage of the scheme There- 
fore, it was decided in June 1953 to extend facilities under the 
scheme to scheduled banks having deposits (including deposits out- 
side India) of Rs 5 crores or more, provided they w ere m possess'on 
of a licence granted by the Reserve Bank as required by ihe Bankinc 
Companies Act. Tt was further decided, for a period of one year in 
tfte first instance, commencing from October f, (953, to refund 1 
cost of the stamp duty as was in excess of one anna per thousand 
rupees, instead of half the cost of the stamp duty as ongmallv pro- 
vided for m the scheme In 1954 the Reserve Bank decided to 
extend the facilities under the scheme to all scheduled banks tfl 
possession of a licence from it, irrespectiv e of the size of their 
deposits It w-as also decided to lower the minimum limit of advances 
under the scheme from Rs 25 lakhs to Rs 10 l 2 khs and the minimum 
amount for each individual bill from Rs 1 lakh to Rs 50000 
These limits for each advance and each bill were further reduced bv 
staces to Rs 1 lakh and Rs 10,000 respectively in October 1959 
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Since 1955 exchange hanks begin to evince considerable interest in 
the Hill Market Scheme Since 1959 U has been decided to extend 
facilities under tiic scheme during the slack season only to such 
banks ,is had taken advances in the earlier busy season and to restrict 
the relative credit limits to each of them to the maximum amount 
of its borrowing during the earlier busy season 1 Ins is intended to 
reinforce the restraining influence ot the other measures, having 
regard to the pattern of utilization of facilities under the Hill Market 
Scheme Fite Reserve Bank operates its general credit control in a 
flexible manner so as to meet the credit needs of specific sectors 
The Hank agreed in 1961-62 to sanction larger limits to banks 
under the Hill Market Scheme on bills by sugar and juie mills so as to 
enable them to meet the special difficulties of sugar and jute mills 
Similarly, with a view to encouraging banks to afford increased 
assistance to small-scale industries and the co-operative sector, the 
b istc quota allowed to each bank for borrowings at the Hank rate 
was enhanced -since January 1962 by an amount equivalent to the 
increase m (be average of their loans to small-scale industries and 
co-operative institutions, in thc/irst half of 1961 over the correspond- 
ing period of I960 Thus, the scheme is gaming popularity and its 
introduction by the Reserve Bank has been a step in the right direc- 
tion in the Bank's efforts to provide clastic credit ihrough the develop- 
ment of a bill market 
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Determination of Income 


The basic principle with regard lo income is that it originates 
in the market place meaning thereby that it begins with an exchange 
To express the idea in simple words it can be said that onlv a sale 
can produce income In this sense the income is flowing into the 
business throughout the year and is being recorded as the flow of 
realized \alues into the concern Broadly speaking the income 
as it flow's into the concern from day to da> it gets mixed up in the 
circuit flow of current assets according to the day to-da) decision 
taken by the people concerned with the administration and manage 
ment of the concern The realized \alues enter into the circuit flow 
of current assets in the form of payments for raw- materials, wages and 
other expenses In the broad and real sense of the term management 
of income applies to these day to day decisions of the management In 
which the realized values arc put to \anous uses in running th- 
business with a mcw to earn a profit In the narrow sense the term 
is applied to the computation and appropriation of the gross or net 
income at the end of an accounting period, usualk a sear The 

surplus or profit is determined and decisions are taken with regard 

to its disposal for creating resenes or for pav meats of dividends In 
this sense income is a monetary expression representing an increase in 
wealth accruing to the owners of the business during a gnen period 
(usually a year) resulting from the employment of capital or the 
rendering of sen ices Gross income is the fruition of money (or 
the equivalent of money), affected within the period of all those 
elementary sen ices which are the components of enterprise opera 
tions When the goods are sold for cash the fruition is in mone\ 
but when they are sold on credit the fruition is in equivalent of 
money payable after the usual period of credit Net income is 
obtained by deducting costs of production, other operating expenses 
interest, depreciation etc , from the gross income 

The gross and net income ma\ not denote the same thines in 
the accounts of all enterprises and in all countries The practices of 
calculating the income and the methods adopted for the purpose 
by different enterprises may differ from each other according to the 
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policies of income reporting followed by those responsible for the 
administration and management of enterprises or according to the 
purposes for which the income is being calculated The method 
adopted for calculating the income for tax purposes may differ from 
the method adopted for finding out the income for amalgamation 
In India the procedure of computing the profit and loss of the 
joint stock companies has been laid down by law in detail The 
requirements of law governing the profit and loss account of a com- 
pany arc given in Part II of Schedule VI attached to the Companies 
Act 1956 The profit and loss account has to show clearly the 
various items relating to income and expenditure of the company 
arranged under most convenient heads and it has to disclose separa- 
tely the information required by law The profit and loss account is 
to be made out in such a way as to disclose clearly the result of the 
working of the company during the accounting period The income 
side of the profit and loss account has to show (J) the turnover 
(total sales less the amount of goods returned, price adjustments and 
trade discounts), (2) investment income, (3) income by way of other 
interest, (4) profit on sale of investments, (5) dividends from sub- 
sidiary companies, (6) miscellaneous income like transfer fees, rents, 
etc , (7) closing stocks of raw materials, work-m-progress and finished 
goods (to be given separately) (8) amounts withdrawn from reserves 
and provisions previously made, and (9) extraneous profits arising 
from abnormal, exceptional or non-recurring transactions, and from 
a change in the basis of accounting (c g , a change in the methods of 
stock valuation or in the method of calculating depreciation) 

The expenditure side of the profit and loss account has to show 
(1) stocks and purchases of raw materials in the case of a manu- 
facturing company or of saleable goods in the case of a trading 
company, (2) stores, and power and fuel consumed, (3) employees’ 
remuneration and benefits, (4) repairs, (5) selling expenses, (6) interest 
on long term borrowings, (7) other expenses (rent, rates etc ), 
(8) depreciation, (9) taxes on income, (10) loss on the sale of invest- 
ments, (11) donations, (12) extraneous losses (losses from abnormal 
or non-recurring transactions or from a change in the basis of 
accounting), (13) transfers to reserves, (14) other provisions, 
(15) payments of remuneration, commission, allowances, pensions, 
etc , to managements, (16) payments to auditors. (17) payment of 
previous years' (unpaid) expenditure, and (18) dividends 

The form in which the profit and loss account is to be prepared 
is not indicated in Part II of Schedule VI But usually it is prepar- 
ed in two parts the first part may be termed as the profit and loss 
account containing the items relating to all types of income and the 
items of expenditure chargeable to income ; the second part may be 
termed as the appropriation account showing the appropriation of 
net profit for purposes of reserves and dividends 

The law has laid down the detailed information which has to 
be disclosed m the profit and loss account along with the major 
heads under which the different items are to be grouped. This 
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arrangement is helpful to the shareholders in understandma the 
process of determining the profits as Hell as the nature of the 
expenses charged against the income In cours* of time numerous 
abuses had crept into the managing agenev svstern and a verv sub- 
stantial portion of the earnings of the companies was being appro- 
priated b> them for themselves b\ adopting various dubious 
methods Without disclosing different tv pes of charges separately in 
the final accounts This is no longer possible now as most of the 
items of expenditure subject to corrupt practices and questionable 
methods of charging are now required to be stjted ^eparateh und»r 
distinctive heads eg, the interest on lone term borrowings (deben- 
tures and fixed longterm loans) and pavments to management are 
required to be shown m sufficient detail prescribed b\ lav. to indicate 
cl earl) the nature of pavments to management 

The gov eminent has succeeded in compelling the managements 
to place before the shareholders a detailed information with regard 
to the various items of income and expenditure to enable them to 
understand dearl) the sources from which the income has been 
derived and the nature of the various items of expenditure which have 
been charged acamst income 

But the t>pe of profit and loss account which is being prepared 
incompliance with the requirements of Companv Law not verv 
helpful for managerial and administrative purposes This is becau-e 
the account is not required to be prepared in a manner so as to show 
the gross and net income, operating and non-op-rating income 
operating and non-operating expenses, fixed and variable charges, <tcp 
bv step and stage bv stage beginning with the gross income from 
sales and ending with surplus to be earned to the next accounting 
period This tv pe of information and analvsisis verv essential for 
the purpose of comparison of gross and net income, operating and 
non-operating expenses, fixed and variable charges with similar items 
of previous accounting periods b> reducing the total figures to van 
ous t>pes of ratios relating to the capital emploved or the volume of 
sales This type of 2nal>sis and companson reallv form the basis of 
verv important managerial and administrative decisions for maLtnc 
the necessaj) changes and adjustments in operating and financial 
policies and practices to obtam best possible results 

The statements required to be furnished to directors 2 nd officers 
in charge of financial management are somewhat different from those 
required to be presented to the shareholders in the form of annual 
accounts These statements are in sufficient detail so that the given 
results maj be correlated with possible causes These statements mav 
be called the Income Statements or Operating Statements These 
statements show the various steps ra the anzhsis and management of 
income far moreclearlv than is done b) ordmarv profit and loss 
account At each step the people responsible for financial manag-merl 
are faced with questions of pobc> which are of far greater importance 
than the questions of mere aceountmg practices The following dis- 
cussion will show that computation of income for each step is the 
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administration of income Foremost in the minds of the financial 
administrators is the question of useful employment of income the 
remaining amounts being secondary considerations A theoretical 
proforma of an income or operating statement may be given here to 
facilitate discussion 

Income or operating statement 

Rs 

1 Gross Income — representing gross sales, gross 


earnings, or gross operating income 5,00,000 

Deduct 

2 Cost of goods or services and operating and 

selling expenses 3,00,000 

3 Net operating incbme — representing gross 

profits or manufacturing profits 2,00,000 

Add 

4 Non-operating and other income— representing 

dividends or interest on investment 15,000 

5 Total operating and non operating income 2,15,000 

Deduct 

6 I ixcd charges and non-operating expenses— 

representing interest on debentures, bonds, 
amortization, etc 25,000 

7 Net operating and non-operating income 1,90,000 

Deduct 

8 Provision for taxes 80,000 

9 Net income or profit— representing surplus 
available for payment of dividends and for 

being conserved 1,10,000 


Gross income in Item No 1 represents the total of all gains 
realized through operations — the normal processes of manufacture 
and sales or sales only (in the ease of trading concerns) or rendering 
of services (in the case of public utility concerns) Capital gams or 
lton-opcrating income is not included in this item By the time this 
statement is prepared major part of the amount of cash representing 
gross income must have completed the circuit flow and may have 
been reinvested in raw materials or wages or may have been used 
in meeting the obligations of the business like the payments to credi- 
tors But some parts of gross income may still he in the form of 
receivables 

The cost of goods or services and operaiing and selling ex- 
penses included in Item No 2 comprising all expenses incurred in 
obtaining the gross income h ive to be deducted from this income. 
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The cost of goods *©ld ma\ be armed at b> taking the cost of opening 
stock, adding the costs of materia!'; wage* silanes. depredation 
charges etc . incurred during the accounting period and deducting 
the cost of the closing *tocC The opcratmc and selling expenses 
may include general. administrative and selling expenses 

The Item \o 2 can also be designated simph as ‘'operating 
expenses” and the expenses comprised therein ma> be classified as 
‘lariable’ and ‘fixed’ expenses The variable expenses increase or 
decrease with the changes in the \olume of production while the 
fixed expenses remain more or less constant despite tb- changes m 
the \olume of output Lnder \anable expenses mas be included raw- 
materials, wages, fuel, power, etc while maintenance, salaries 
lighting, rents, etc max be categorized as fixed expenses Variable 
and fixed expenses max also be called direct and indirect expenses. 
The percentages or ratios of direct and indirect expenses are of great 
significance and importance to the financial management for control- 
ling the operating expenses and reducing the costs In calculating 
operating expenses not only should the accmed and deferred expenses 
be properly adjusted with regard to materials, wages and other 
expenses but adequate provisions for reserve for purposes like depre- 
ciation, obsolescence, bad debts, taxes etc should also be included as 
they are to be regarded as expenses in earning the gross income 

The amount of net operating income is determined by deduct- 
ing operating expenses (Item No 2) from the gross income (Item 
No 1 ) The amount of net operatise income is of prtat significance to 
financial administrators regulating authorities of public utility enter- 
prises, and the security analysts, as it represents the real index of 
the operating efficiency and success of the company or the corpora- 
tion. Taken over a period of years it gives an accurate idea of the 
stability or unstabihty. regularity or nregulanty of earnings On 
the basis of the behaviour of this item over a number of accounting 
periods financial management takes important decisions with regard 
to the inclusion or exclusion of different types of securities like the 
equm and shares, debentures and bonds in the capital structure cf 
the business unit and determines their appropriate proportions. 
Stability of this itemover a tune acts as a green signal for the financial 
management to embark upon a programme of trading on the equity 
when borrowed capital is readily available in the capital market on 
.Csj-oiysWe irzscs This sms-ust, proper)* ajcragrd, xrpjeserds the 
figure, which the financial management of a competitive enterprise 
would use for comparing the efficiency of its performance with other 
similar enterprises or for judging its own abihn to support its own 
capital structure adequately The management will also wnirh care- 
fully and closely the behaviour of thif item over the business evde 
as likely to respond less diremlv to charges in the size of operating 
expenses (Item No 2) These observations will affect the choice 2 nd 
the decision of the management to expand their business 

The income received from dividends, interests on bonds and 
notes receivable and from similar other sources which does not result 
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directly front normal operations is called non-operating income 
Under the head ‘other income* capital gams resulting from the sale 
of assets or speculative gams obtained from transactions like hedging 
contracts should not be included 

The total of Item Nos 3 and 4 gives the total operating and 
non-operating income from which the fixed charges and non operat- 
ing expenses are to be deducted 

Item No 6 comprises the expenses which are not directly 
related to the operations of the company and are therefore usually 
called non-operating expenses Besides miscellaneous expenses they 
also include fixed charges which mainly consist of interest on funded 
debt Interest paid to banks and other current creditors is usually 
included in this item but some people include the discounts given to 
customers for prompt payment on the ground that this discount 
really represents the interest given to the customers for the use of 
short term funds Interest on long term debt also includes instalments 
to make up the di/Tcrencc between the face value and selling price 
of the bonds or debentures if they were sold at a discount Rents 
on leases are also sometimes included under this head as they 
represent fixed charges 

After deducting the charges included in Item No 6 from item 
No 5, net operating and non operating income (Item No 7) is ob- 
tained After making provision for corporate taxes (Item No 8), the 
net income or profit (Item No 9) is obtained 

The net income or profit can be used either for payment of 
dividends or for being conserved The payment of a corporate 
dividend is corporate consumption and what is consumed cannot be 
recalled however urgently the funds may be needed for some other 
essential purposes Therefore it becomes very necessary for a cor- 
porate unit to review its reserve policy before consuming or spend- 
ing its net income Even if adequate provision has been made for 
depreciation, obsolescence, bad debts, etc , at the earlier stages of the 
operating statement, the advisability of providing for future growth 
should not be overlooked at this point because the mere fact that 
the net income is a positive figure or surplus does not warrant that a 
part of it should not be saved or set aside for future growth and 
development of the corporation It has to be remembered in this 
connection that the capital that has been earned is the cheapest capital 
that a company can employ, cheaper than any that it could raise 

After this a decision has to be taken by the management with 
regard to the declaration of the preference dividend This decision 
is dependent upon reserve, surplus and expansion policies of the 
management, although it is advisable to pay the preference dividend 
firs! and then decide about the are of reserves, surplus, etc , and the 
p lyment of dividend to ordinary, common, or equity shareholders 

In the process of determination or computation of income 
certain types of mistakes are likely to occur Some of them might 
creep in on account of inaccuracies in the process of accounting 
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itself but other* might be the result of deliberate intention or unsound 
policy followed b> the man a cement 

Some of these error* might re*ult in an o\erstatemeni of 
gross income Omi«sion* of sales discount* allowances to cus- 
tomers and prepaid freights mil inflate the size of gross income It 
has to be remembered that rebates and allowances for inferior 
quality, shortages, breakage spoilage, etc , are deductions from sales 
income and not additions to operating expenses 

The inclusion of unrealized gams m the gross income is also 
incorrect. For example, the inclusion of the total instalment sales m 
the gross income, without taking into account the costs of collection 
and the losses due to defaults in pavmem is not justified- E'en the 
realized gams resullinc from the profit obtained on the sale of some 
of the items of assets should not be included in the gross income 

An understatement of expenses also creates an erroneous 
impression and leads almost to the same result as an overstatement 
of gross income Expenses accrued but not paid mai be overlooked 
and not included in the operating expenses Taxes/ wages, salaries, 
advertising charges etc due but not paid during the accounting 
penod should be included in the record of expenses otherwise the 
net operating income will be overstated. The difficult} m distinguish- 
ing clear]} between repairs or renewals also sometimes leads to 
understatement of expenses as major repairs mav be treated as 
renewals and charged to capital account in place of expenses 
account 

Understatement of capital expense is also likelv to result if 
discount on bonds and debentures is not amortized. This wffl lead 
to the overstatement of net operating and non-operatmg income 
(Item No 7) A mggardl} reserve policv is also likelv to show 
larger income than it reallv is for a correct determination of income. 
The foregoing points have to be taken into consideration at the lime 
of the preparation of the operating statement 
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(a) Reserves 

Some part of the income is set aside, conscncd or reserved at 
various stages from the time it begins to flow in as gross income as 
a result of sales of goods and services up to the time of its final 
appropriation in the form of net profits or net income The reserves 
begin to appear quite early in the operating statement in the form 
of amounts set aside for payment in the next accounting period on 
account of operating expenses like taxes which have fallen due but 
have not been paid Others like dividend equalization reserve appear 
towards the end , they are deductions from profit or surplus and not 
from income Thus the reserves of a concern may be found scattered 
throughout the operating statement they may be in the operating 
expenses, among the fixed charges and taxes, or they may appear as 
deductions or appropriations from net income or profit In the 
balance sheet the reserves may be found among the assets, the liabi- 
lities or the net worth 

Some writers define reserves as a predetermination of money 
values — the values which will not be known before some future date 
Here the main emphasis is on the uncertainty of the quantum as well 
as the time of the amounts which are required to be reserved Other 
writers think that this view is not quite correct because the amount 
and the time of need of certain types of reserves like the debt retire- 
ment sinking fund arc both known definitely Reserves, therefore, 
they say, are required primarily to provide the means or funds for 
the postponed expenditure Perhaps it may be more appropriate to say 
that the process of making reserves is an accounting device for 
reducing the carrying value of an asset, recording a known or contin- 
gent fiabifity or appropriating avaifafife current profits The reserves 
may be divided into three classes 

(1) The asset or the \afuation resenes— The values of assets 
shown in the books are derived from the transactions which were 
completed m the past and the process of creatina the valuation 
reserves represents an attempt to adjust the values of the past to the 
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present or the foreseeable future values of the assets These reserves 
are created by a charge to the income for the currert accountma 
period and are shown as a deduction on the balance sheet from the 
value of particular assets Valuation rtsen es mav be made in th* 
case of assets like the accounts receivable investments marketable 
securities, plant, machmerv and equipment and intangible ass**ts "with 
a limited life 

The accounts of debtors or the accounts receivable 2re not 
ahvavs realized in full There is a possibilitv of some of these 
accounts not being paid and thus becoming bad debts A p r ovis on 
for these estimated losses is made bv charging the estimated amount to 
the income for the period during which the sales were made This pro- 
vision is called a reserve for bad debts or an allowance for bad debts. 

Investments in subsidiary companies are ustialh earned in the 
bools at cost and the marketable securities at the market value or 
at a lower cost But when there appears to be a permanent dechnr 
in the value of long-term investments or a significant dedme sn the 
value of marketable secuniies a reserve is usu2l]v made bv chargme 
an estimated amount representing the difference between the cost 
and the current value, to the current income 

Physical wear and tear due to operations, decline in usefulness 
on account of the development of better processes and equipment cr 
exhaustion of properties through extraction bnng about a decline m 
the values of business ass-ts These losses of value 2re onset bv 
reserving a part of the current income These prows cms2re vrtidlv 
called depreciation, obsolescence and depletion reserves. In 2b 
these cases the reserves are a result of the pobev decisions taken 
during the process of income determination and represent 2n effort 
to replace lost value with a gained value 

(2) Liability reserves — Some of the accrued expenses, taxes, 
pensions, and contingencies are not defitntdv known at the end of 
the accounting period. They are essentiallv current liabiLt)** which 
the business owes and intends to p«\ in the next accounting pen od. 
Berng current liabilities they c2Dnot propexh be classified as resen r*. 

It is advisable, therefore, to include them in the list of liabilities ra the 
balance sheet and av oid the use of the word 'reserv e . 

The difference betw era the asset and liabilltv resm es can be 
dearly illustrated bv taking the example of depreciation and tax 
reserves The savings from the depreciation deductions may b* 
accumulating for vears 2nd when fin alls the time for the replacement 
of the asset comes the management might decide to resort to outs or 
financing for this purpose and leave the assets built up from the 
depreciation fund undisturbed. But the tax reserve will be required 
to be used for meeting the tax habihtv m cash m the next account me 
period and the w orking capital has to be managed in such a wav so 
that this expenditure mav be met convementlv Thus the assrt reserves 
will not require the paying out of cash irrunediatelv whereas m Ihc 
case of the habihtv reserv es an earh expenditure in cash has to be 
anticipated. 
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(3) Net north or surplus resenes— These resents are created 
out of profits or surplus They represent restnet/ons on the use of 
retained earnings, increase the net worth permanently and are a 
part of the shareholders' equity The creation of these reserves 
simply means putting up of specific labels on parts of the retained 
earnings signifying the use for which they are meant Reserves for 
debt retirement sinking fund, for plant extensions, and for dividend 
equalization may be cited as examples of these reserves There is a 
significant difference between the asset and liability reserves on the 
one hand and the net worth reserves on the other the depreciation 
reserves or the tax reserves will be expended ultimately or shortly 
and will be closed when they arc used for the purpose for which 
they were created , but a debt retirement reserve represents a saving 
and not an expenditure of the income A word about hidden or 
secret reserves is also necessary They do not appear on the balance 
sheet although they form part of the net worth They may be 
created by the management to conceal profits from the eyes of the 
taxation authorities, the shareholders or the competitors so that 
less taxes may be paid, lower dividends may be justified or the 
competitors may be misled The usual methods for creating these 
reserves arc to undervalue the assets by charging excessive deprecia- 
tion or to put up larger liability reserves than arc actually required 
They may also be created by charging capital expenditure to ope- 
rational expenses or by carrying stocks at less than their correct 
value Some of the writers think that these reserves are a 
distortion and arc undesirable unless the business in which they 
are created is highly speculative But some writers also hold the 
view that the practice of creating secret reserves, if adopted by 
conservative managements with good intentions, is a prudent one 
It cannot, however, be denied that internally created secret reserves 
amount to accounting manipulation and to rendering of untrue finan- 
cial statements and may be harmful to the interest of the security- 
holders as full market value may not be realized by those share- 
holders who sell their shares in the open market 

A good reserve policy is expected to serve two fundamental 
purposes , first of all it is of vital importance in the determination 
of net income Truly speaking, a profit can only be said to have been 
made if the business estate has been kept intact Reserves are mainly 
created to keep this estate intact Secondly the reserve policy also 
assists in the administration of the general financial policy Its 
assistance is specially useful in operational and functional analysis, m 
providing for uncertainties and in planning for debt retirement Its 
help in operational or functional analysis may be clearly illustrated 
by taking one or two examples A scrutiny of the inventory fluctua- 
tions reserve will serve as a good guide for analysing the functions 
of buying and storing Similarly in the case of instalment selling the 
charges and credits to the reserve for bad debts may be a better 
index of operational or functional efficiency or inefficiency than the 
gross or net income or profits With regard to the provision for 
uncertainties it may he stated at the outset (hat the costs arc of the 
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past and the values are of the future Monetary cost ts the most 
comement method of recording the worth of all the transactions in 
the books of accounts Future values will not usuallj coincide with 
costs of the past recorded in the books This discrepancy between 
the costs of the past and the values of the future gives rise to 
uncertainties The reserve policy is directed against these uncertainties 
which cannot be removed completely but the evd effects of which 
can surely be modified by a well-conceived and properlv executed 
reserve policy With regard to the plans for debt retirement it may 
be stated that so long as the activities of the business are not 
curtailed or discontinued debts can onh be paid out of earnings or 
income For achieving this purpose the debt retirement sinking funds 
are created The mental attitude of all creditors — whether of com- 
panies or of individuals — is the same If the debtor is m a position 
to pay, they would rather not like to be paid, but if they are 
suspicious about the abihtv of the debtor to pay, they desire to be 
paid regularly and promptly Thus ability to pay is the rock foun- 
dation of creditworthiness A well administered sinking fund reserve 
creates confidence and not onlv the market for the outstanding 
securities of the company is well sustained but also subsequent issues 
whether for refunding or for financing expansion programme are 
well received by the investors Thus a w ell-concerned and properly 
executed reserve policy is supplementary and complementary to the 
main financial policy of the business aimed at earning profits while 
keeping the capital investment intact 

Certain important types of resenes may be di<eussed here 
briefly Depreciation reserve may be taken up first At the outset 
it may be mentioned that there is a clear distinction between main 
tenance and depreciation Maintenance is an operating expense and 
is deducted from gross income If ever it is shown as a re^ene, it is 
merely an unpaid liability , it may have to be met in cash shortly 
Depreciation may also be called an expense which is usually deferred 
for quite a long time and cash is required only vs hen the depreciated 
asset is to be renewed or replaced Depreciation is said to be 
aimed at meeting three purposes, viz , (1) the asset replacement, (2) 
capital valuation, and (3) cost allocation and income determination- 
The adoption of the reproduction or replacement cost baos 
has to encounter numerous difficulties and objections First of all 
an old asset is seldom replaced with one that is identical in design or 
csvA ts tdiranstmcsA vr. Vtsfct d&gs viM.sbj waSws possible 

to replace old equipment and macbmerv wiih better type of things 
which cost more Secondly, the replacement cost has to be forecast 
at the beginning of the period during which the depreciation has to 
be charged, while this cost will not be known exactly till the end of 
this period The changes in the replacement cost reflected in the 
prices of new equipment and machinery during the period may affect 
the depreciation charges and the net income Thirdly in a big 
concern the assets are of a heterogeneous type like heavy machines, 
building, electric generators, etc , and no uniform method can be made 
applicable to the appraisal of their replacement costs Most of them 
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have only a going concern value and not an open market value The 
general price level con be taken as an indicator of changes in the 
replacement costs But the general price level is influenced very 
considerably by consumer prices and it will be wrong to confuse the 
producer goods prices with the consumer prices There is yet 
another objection to the adoption of replacement cost as the bases of 
charging the depreciation Depreciation charges form part of the 
operating expenses and effect the production costs If the costs of 
goods are raised to meet higher replacements in future the sales may 
decline unless the business enjoys a monopolistic position It will 
also be wrong to charge more from the present-day consumers to 
provide additional capital required to meet the needs of the future 
consumers It may be argued, perhaps correctly, that replacement 
costs represent the problemes of future financing rather than of 
present accounting It may, however, be mentioned here that the 
discussion of replacement costs has moved from the realm of pure 
theory to the field of present-day practical problems Since the end 
of the second war the replacement costs have been rising continuously 
for such a long period of time, as they, perhaps, never did before 
High taxation, combined with paucity of savings, has made the posi- 
tion of the supply of fresh capital for replacement of productive 
assets very critical 

Recognition was given to this need of replacement of deprecia- 
ted assets for which the provision of depreciation fund has become 
inadequate on account of the ever rising prices of capital goods and 
as early as 1945 the British Government gave some alleviation of the 
burden of business taxation by allowing firms to write off 20 per cent 
of cost of new plant or machinery in the first year of its life, in 
addition to norma! depreciation for the year It came to be known 
as the ‘initial allowance 

For two or three years after the war the urgency of the question 
of maintaining the business capital intact was marked by the large 
liquid reserves which had been built up by many concerns on account 
of the difficulty of getting capital replacements except for those purposes 
which were essential to the war effort But by the end of the year 
1948, major part of these war-time reserves had been used up and 
it was becoming clear that current earnings were generally inadequate 
to meet the current costs of replacement and maintenance as well as 
to pay even a modest dividend As the leaders of business began 
to make increasingly urgent representations for a further concession, 
the government increased the special depreciation allowance on new 
plant and equipment in the first year of its life from 20 per cent to 
40 percent in addition to normal depreciation The Government of 
India recognized this problem in 1954 and at the present time (1967) 
the special depreciation allowance is being permitted to certain 
priority industries at 35 per cent and to other industries at 20 per cent 
in the first year of the life of new assets in addition to normal depre- 
ciation under the name of ‘development rebate’ with the restriction 
that the amount thus reserved would not be available for purposes of 
dividend at least for the next eight years 
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The second purpose of depreciation with regard to its usefulness 
m valuation of the business enterprise may be discussed briefly The 
occasion for the \aluation of a business concern may arise at the time 
of amalgamation of a number of business units, the issue of new secu- 
rities and rate determination in the case of the public utility concern. 
On such occasions it has to be determined whether the present worth 
of the assets is correctly represented by their book \alues If the 
depreciation has been charged at higher or lower rates than was 
necessary or justified, some additions or deductions may base to be 
made to or from the book \alues of the assets to amse at their 
current salue or present worth 

In this wav the depreciation policy is connected with the salua- 
tion of business assets But unfortunately the manner in which 
depreciation should be applied on such occasions is not free from 
contros erss as the question of salue comes first and application of 
the rate of depreciation afterwards Which of the three important 
methods of valuation (historical cost replacement cost and capital- 
ized earnings) has to be adopted ’ The capital goods are usualls 
valued in terms of their earning power sshile the current assets mas 
be salued in terms of the immediate market pnce The difficulties 
to be encountered in connection with the replacement cost basis hase 
already been mentioned The historical cost has the adsantage of 
being definite as it is a matter of record and does not require am 
forecasting of future earnings, costs, or general price lesel 

If the assets acquired at lower than the present cost are valued 
upwards, higher depreciation charges would gise lower net income 
and consequently lower income taxe> The charging of depreciation 
on the basis of a higher replacement cost would also gise the same 
results Appreciation in asset values comes on account of external 
factors like an upward change m the price level and not on account 
of any interna! change in the use of assets and as such these changes 
m asset values should not be mixed up with the depreciation policy 
of the business For example, if the earning s of a company are 
doubled during a post war period of high prices it cannot wipe out 
depreciation by appreciating the value of its assets hundred per cent. 
Depreciation should also not be ignored on the ground that an 
improvement has taken place in intangible values like goodwill 
The real appreciation in the values of certain assets like growing 
timber properties should also not be used to offset the depreciation 
in some other assets Perhaps it has been correctly said that the 
hiding of the historical cost of some assets under the future values 
of other assets is a disservice to all interests 

Lastly with regard to the relationship of depreciation to income 
determination and to the unit costs it may be said that depreciation 
is to be treated as an operating expense and, therefore, has to be 
charged against operating income , it has also to be taken into account 
in fixing the unit costs But it has to be remembered that the deduc- 
tion of depreciation from income and the allocation of depreciation 
to unit costs are two distinct and separate financial processes and are 
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not to be mixed up The depreciation for a particular period may be 
allocated to the unit costs either on the basis of the quantity pro- 
duced or on the basis of time during which particular assets were 
actually in use in the process of manufacture But the units of pro- 
duction should not be made the basis of calculating the depreciation 
The purpose of income determination is served if the investment in 
assets is recorded in the books at original costs and the depreciation 
is related to this cost This will also show correctly the actual value 
of capital and its relation to the income The difference between 
maintenance and depreciation has already been explained but the 
maintenance and depreciation policies are closely related to each 
other Jf maintenance is libera) and the assets are kept in good and 
efficient working condition they are likely to last longer and depre- 
ciation can be spread over a longer number of accounting periods 
and the rate can be lowered Tn certain cases maintenance takes the 
place of both and depreciation is not required to be charged sepa 
rately The railway track is maintained properly and the rails are 
replaced piece by piece as they wear out There is no problem of 
renewing the enure tract at any one time and thus no depreciation 
is required Maintenance and phased renewal takes the place of depre- 
ciation Some companies link their maintenance and depreciation 
policies to the amount of their earnings and profits When earnings 
and profits are good maintenance is stepped up and higher amount is 
taken to depreciation reserves In lean years economy is made in 
maintenance and depreciation charges are also reduced Theoreti 
calty this policy is unsound 

Besides gradual depreciation obsolescence of plant, machi- 
nery, equipment, etc , also presents a problem of a somewhat differ- 
ent type, which has to be taken care of by the management The 
difference between depreciation and obsolescence may be noted at 
the outset The causes responsible for the wearing out of the 
machinery in the process of its use in future are* likely to be very 
similar to those of the past and hence the depreciation policy is 
based on past experience but the possibility of a machine becoming 
out of dale on account of some invention is an event of the un- 
known future and lhe past experience cannot be helpful m anticipat- 
ing obsolescence Thus depreciation is related to the known past 
and obsolescence to unknown future Depreciation occurs inside 
the factory as the machines wear out but obsolescence emerges out 
of the economic environment as the technological changes lead to 
the development of new and better types of machines and processes 
making the existing machinery out of date Thus we can say that 
depreciation represents a physical change, and can be estimated and 
provided for but obsolescence is non-physical and economic and can 
only be met as and when ft comes tjtaso'iescence is brought about 
not only by inventions and technological changes but also by chan- 
ges m style and fashions, which render the products of efficient and 
well equipped concerns almost unmarketable Similar problems of 
obsolescence are presented when certain industries are called upon 
to meet the exigencies of the declaration of a war or of the return 
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to peacetime conditions Sometimes these circumstances emerging 
out of the economic environment compel the business units either 
to modernize or to close down The firms which have conserved 
a part of their past earnings m the form of general reserves may be 
able to finance modernization out of their own funds, others maj 
have to resort to fresh financing b> issuing nev. securities Thus ob- 
solescence can be treated in two wa>s In those industries where 
some estimate of obsolescence is possible, periodical deductions from 
earnings should be made and transferred to a general resene Cor 
rectly speaking, this income is being consened and not being resen- 
ed In other cases where estimates are likelv to be nothing better 
than mere guesses the onh course open to the companies is to take 
recourse to new financing. 

In certain industries like timbering, oil refining and mining, 
the principal assets or properties like standing timber, oil and 
mineral resenes are of an exhausting nature \S hen the timber has 
been cut, the oil has been pumped out or the mineral has been ex 
traded the site or area of operations has to be shifted to some other 
suitable localit) or region It almost amounts to restarting the 
business The fact of the exhaustion of properties is called deple- 
tion It can be clearlv differentiated from depreciation Depreciation 
is charged to offset the wearing out of a machine which can be re- 
placed by a new machine purchased from the market or the makers 
when the old one is no longer useful But it is not easy to acquire 
oil bearing areas or new mineral deposits Deserted mining 
towns and abandoned oilfields bear testimonv to the fact that 
depletion is a reality The acquiring of new properties entails a good 
deal of effort and expenditure in taking out a new licence, prosped 
mg, and arranging a lease Further effort and expenditure is required 
for developing the new properties into useful and income jielding 
properties 

In the case of properties or assets depletion, unless adequate 
funds are accumulated by dedudions from gross income in the form 
of depletion reserves, the dividends in part, will amount torepav- 
ment of original capital contribution by the shareholders Thus it 
is necessary for the companies operating in the field of extractive 
industries to provide for depletion reserves from their gross earnings 
and to rem vest them m the acquisition of nen properties unless thev 
propose to go out of business after the exhaustion of their existing 
properties All the oil and mineral working companies, which have 
been in existence for a considerably long period of time hav e been 
accumulating depletion reserves and have been reinvesting them in 
acquiring new rights leases, etc , in the neighbouring or even distant 
regions and hav e been shifting the scene of their operations from 
exhausted properties to new sites m areas or regions acquired bv the 
use of funds accumulated through the provision of depletion reserves 
The depletion reserve mav reasonably be built up on the basis of 
original rav estment in properties 
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(b) Surplus and Dividend 

Surplus results from a flow of value into the corporate estate 
from outside Earnings are from outside the corporation sells its 
products to customers outside and more value is received in return 
Owners increase their investment in the corporation when they buy 
the stocks or shares at a premium The addition it value in the 
Form ot premium comes from without Similarly when (he values 
of land or other assets go up the value originates outside the 
corporation from the economic environment According to the 
sources trom which the surplus results u may be chssihed into 
(a) earned surplus and (b) capital surplus Surplus which is obtained 
trom the circuit flow of the working capital and originates in the 
operating income ot the corporation is called earned surplus Interest 
earned on investments, rental incomes and unappropriated profits 
also form part of earned surplus From the point of view of sound 
financial principles dividends should be p nd only out of this type 
of surplus 

Capital surplus may be cither p ud-m surplus or it m ly be 
valuation surplus Paid-in surplus results when shares or stocks 
arc subscribed at a premium Stated capital no-par stock is set up by 
a corporation at less than the total sum paid by the subscribers, or 
surplus accounts of several consolidating corporations are added up 
Valuation surplus results when the assets arc revalued upward' or 
some of the liabilities are scaled down This type of surplus from 
the point of view of theory may not be distributed in dividends The 
earned surplus is usually appropriated for creation ot various types 
of reserves, which hive already been discussed and for payment of 
dividends The remaining unappropriated earned surplus miy be 
design ited as undivided profit or free surplus 

Surplus thus represents the v due (hat remains in the business 
after all the expenses and taxes have been paid or provided for, all 
the contractu il obligations to the creditors hive been met, and the 
necessary reserves for the seen and unseen future needs have been 
created This surplus is available for being distributed to the share- 
holders in the form of dividends But as the personal liability or 
the shareholders is limited to the amount subscribed by them 
towards the share capital of the corporation certain legi! restrictions 
on dividends hive been imposed in different countries 10 protect 
creditors and also preference shareholders against the excessive 
depletion ol the surplus 

Such restrictions usuallv provide that 0) no dividends may be 
paid if the corporation is unable to pay its debt obligations as they 
mature (2) no dividends mav be paid unless after the payment the 
s-ahv ot Mcrf* i ww*fc sbe !oU) of •■bore cop.uji nod Jjuihthb£s , p) no 
dividends may be paid except out of the balance of earned surplus 
The essence of these restrictions is that the existence of surplus is an 
essential pre-condition for the payment of dividends It implies that 
the contribution or the shareholders towards shire capital must not 
be returned to them in the form of dividends In simple words it 
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amounts to saying that dividends cannot be paid out of capital 
Sometimes restrictions are also placed on pavment of cash dividends 
out of surplus resulting from an unrealized appreciation of assets 
The necessit} of making proper allowance for depreciation is also 
being increasingly recognized 

The provisions of the Indian Company Law in this regard mav 
be stated here briefly Dividends cannot be paid out of capital but 
interest can be paid out of capital under certain specified circum 
stances In the ordinary course a companv cannot pa) interest out 
of its capital on shares issued b> it But Section 208 specifies the 
conditions under which an> pa>ment of interest ma> be made out of 
capital of a compan) The permissible cases are where bv the 
Articles of a compan) or bv a special resolution shares are issued 
for the purpose of raising monev to defra) the expenses of the 
construction of an> works or building or the provision of an) plant 
which cannot be made profitable for a length of lime and the 
compan) pa)s interest on so much of the share capital as is paid up 
and charges the sum so paid to the cost of construction Ever) such 
payment will also require the previous sanction of the Central Govern 
ment who may at the expense of the companv cause an enquiry to be 
made on the circumstances of the case and permit the pavment for 
such period only as mav be determined and in no case beyond the 
end of the half v ear following the actual completion of the plant 
The interest must in no case exceed 4 per cent per annum or an' 
other rate which the Central Government mav permit The pavment 
of the interest shall not operate as a reduction of the amount paid up 
on the shares in respect of which it is paid 

With regard to the payment of dividends out of profit the 
Indian Company Law provides that (i) a companv cannot declare or 
pay dividend for any financial year except out of the profits of the 
company for that vear arrived at after providing for depreciation in 
accordance with Section 205, (n) or out of profits of the company 
for any previous financial year or vears arrived at after providing 
for depreciation in accordance with these provisions and remaining 
undistributed profits, or out of both or out of moneys provided bv 
the Central Government or a State Government for the pavment of 
dividend m pursuance of a guarantee given bv that Government 
provided that — 

(a) if the company has not provided for depreciation for anv 
financial year or years which falls or fall after the commencement of 
the Companies (Amendment) Act, I960, it shall, before declaring or 
paying dividend for any financial year provide for such deprecation 
out of the profits of that financial year or out or the profits of 2 °' 
other previous financial year or years , 

(b) if the companv has incurred any loss m any previous 
financial y ear or y ears w hich falls or fall after the commencement of 
the Companies (Amendment) Act, 1960, then the amount of loss or 
an amount which is equal to the amount provided for depreciation 
for that year or those years whichever is less be set off against the 
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profits of the company for the year for which dividend is proposed 
to be declared or paid or against the profits of the company for any 
previous financial year or years, arrived at in both cases after provid- 
ing for depreciation in accordance with the provisions of Section 
205 (a) or against both , 

(c) the Central Government may, if it thinks necessary to do 
so in the public interest, allow any company to declare or pay divi 
dend for any financial year out of the profits of the company for 
that year or any previous financial year or years without providing 
depreciation 

Provided further that it shall not be necessary for a company 
to provide for depreciation as aforesaid Where dividend for any 
financial year is declared or paid out of the profits of any previous 
financial year or years which falls or fall before the commencement 
of the Companies (Amendment) Act, I960 [Section 205 (i)j 

(u) For the purpose of ascertaining profit, depreciation shall 
be provided either 

(a) to the extent specified m Section 350 (i e , the amount of 
the normal depreciation allowable under the Indian Income Tax Act 
for the financial year for which the net profits for taxation purposes 
are to be computed but will not include any arrears of depreciation 
or any special, initial or other depreciation or any development 
rebate) , or 

(b) in respect of each item of depreciable asset for such an 
amount as is arrived at by dividing 95 per cent of the original cost 
thereof to the company by the specified period in respect of each 
asset , or 

(c) on any other basis approved by the Central Government 
which has the effect of writing off by way of depreciation 95 per cent 
of the original cost to the company of each depreciable asset on the 
expiry of the specified period , or 

(d) as regards any other depreciable asset for which no rate 
of depreciation has been laid down by the Indian Income Tax Act 
or the rules made thereunder, on such basis as may be approved 
by the Central Government by any general order published in the 
official Gazette or by any special order in any particular case 

When the depreciable asset under Clause (b) and (c) is discard- 
ed and sold it must be accounted for according to Section 350 in 
the financial year of its sale (Section 205) 

To state briefly, the law makes the provision of at feast a cer- 
tain minimum amount of depreciation compulsory before the decla- 
ration of tiYe payrrrerrr of tfm utirrfr can in r rmnAr 

Besides the provisions of law with regard to the surplus avail 
able for the distribution of dividends there are a number of important 
financial and economic factors also which have to be taken into 
consideration before taking a decision with regard to the payment 
of dividends 
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In the absence of earned surplus the pa\ment of dividends out 
of capital surplus should be avoided even if there are no legal res- 
trictions on payment of dividends out of such capital surplus In 
the U S.A the corporations also sometimes possess capital surplus 
which is reallv paid in surplus In realitv this surplus should be 
considered a pari of capital stock or share capital 2 nd as <Lcb 
original in\ estment or contribution The creditors na\ expect the 
ongmal investment not to be impaired bv the distribution of dm 
dends There can of course be no objection to the pavment of 
dividends which include besides profits a portion of origins! miest- 
ment, in the case of mining or real estate companies provided the 
shareholders are informed that the dividend is a hqmdzUnz rather 
than an earned dividend 

The obligations of the corporation or companv towards 
institutional creditors or debenture or bondholders mav also impose 
certain restrictions upon the management with regard to the di*tn 
bution of the available surplus in dividends. There maj be provision 
in the indenture that the surplus which existed at the time of its 
creation mav not be used for distribution of dividends bev end a 
certain modest limit and thus the dividends mav be paid onlv out of 
the surplus earned after the creation of the debt Such restrictions 
freeze the surplus existing at the time when the debt was incurred, 
for the duration of the debt as an additional investment bv the 
shareholders Provisions of the loan contract mav also require a 
certain level of liquiditj or the ratio of the working capital existing 
at the time of contract to be maintained Such covenants with the 
creditors should be respected bv the management Even from the 
point of v iew of new shareholders who purchase the shares at a 
premium and thus pav a price for a portion of the accumulated 
surplus it is desirable that the dividends should be paid out of the 
current earned surplus onlv because the pavment of substantial cash 
dividends out of the accumulated surplus would amount to the repav 
ment of a part of their principal as taxable income 

Merelj the existence of profits or surplus is not enough to 
justify the declaration and pavment of a cash dividend. For this 
purpose a ven thorough examination of the working capital and 
cash m the bank is verj essential. Profit or surplus is an accountms 
phenomenon. The profit realized on sales mav exist in the form of 
recejvaWes or rf mav have gone mro mvenfonres or even tato Exsd 
assets and ma> not be available as liquid fund m the bank for the 
pajment of dividends Even when cash is available it mav be 
required for meeting certain long term obligations in the near future 
or the cash resources mav be required for the expansion in the fora 
of retained earnings Cash dividend mav be paid onlv after takin 1 ' 
into consideration the various immediate needs for cash and working 
capital 

The need for the retention of earnmgs has also to be taken 
into consideration before the declaration and pavment of cash 
dividends In the case of new companies some difficult' is usualJv 
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experienced in selling new securities on favourable terms and retained 
earnings have been the main source of financing growth in the 
industrial and manufacturing sectors The good effect of retained 
earnings is reflected in the rising prices of the equity shares and 
improved credit standing For a new company it may be, therefore, 
desirable to retain a part of their earnings for expansion rather than 
pay high dividends 

The differences in the rates of personal and corporate taxation 
also affect the policy of dividend distribution The companies which 
are controlled by a group of persons whose personal incomes are 
subject to high rates of persona! taxation usually prefer the retention 
of earnings and growth m share values over the distribution of cash 
dividends, as appreciation in the values of shares creates no personal 
income tax liability 

Most of the factors discussed earlier play an important role in 
the determination of a good dividend policy but the maintenance 
of an attractive dividend rate over a period of time covering various 
phases of a business cycle is of special significance as it enhances the 
reputation of the corporation as a financially sound and strong 
organization and leads to the maintenance of share values and 
creditworthiness A record of uninterrupted dividends is a very 
valuable achievement, which the corporations must strive to attain 
The regularity of dividends generally depends upon the relative 
stability of earnings through the ups and downs of the business cycle 
and the availability of ample cash for distribution Comparatively 
the earnings of the companies engaged in the production or 
merchandizing of low priced necessities of everyday life like food, 
tobacco, soap, etc , and of the public utility companies (gas, electri- 
city, telephone, etc ), are more stable and they can easily strive to 
maintain regular dividends In the case of a large variety of industrial 
companies the earnings arc subject to considerable fluctuations and 
they generally follow a policy of letting the quantum of dividends 
fluctuate with the variations in the curve of their earnings But even 
these companies can strive successfully to minimize the fluctuations 
in the rate of their dividends by limiting disbursements from the 
surplus in good years of prosperity and by displaying a certain 
measure of generosity in lean years of depression or adversity In 
the United State of America a number of major corporations having 
a large number of shares like the American Telephone and Telegraph 
Company, the General Motors Corporation, the General Electric 
Company, etc , have constantly strived to maintain regular dividends 
over a periods of decades The case of American Telephone and Tele- 
graph Company can be cited as an unique example of maintaining 
a record of regular dividends over a long period of time by following 
a very judicious policy of using their surplus to the best advantage 
The company began to pay a dividend of 57 per share m 1922 and 
maintained this record even during the deep depression of 1930's, 
even when the earnings fell below that figure During the period of 
20 years between 1930 and 1949, the total amount of dividends 
actually exceeded the consolidated amount of earnings by a small 



318 EIcnerts of Corporation Fi~z-rr 

matron. In nine vears cut of the rwmlv the dividend was greater 
than cammed In 19*9 there van a share split of three for one and 
the rate of dividend on new ‘hares was raised from ?3 per share lo 
£i 50 per share In J 961 this rate was a cam increased to £3 6H 
per share. Thus there is an unbrohen brilliant record of regular 
dividends almost over a period of half a cent un The cornpam is 
a public ulflin concern -nd as such its earn in cs are comparative! v 
stable. But the notable point in the cas- of thi> eompanv is the 
roost judicious use of the surplus— n has been conserved d arms the 
periods of prosptritv and has been used to the best advantage djime 
the periods of adverxitv 

The factors affectum the detrrrtmalion of the dint? end polin 
of a eompanv hate been discussed bneflv Now v e h3v e to tale ip 
the question of the declaration of the dividend The pro5ts are the 
properl' of the companx and not of the individual shareholders and 
the pavmtnt or wiihholdinc of ibr dividends is a matter of business 
policv over which the directors have complete nms&icdon. So Ion'* 
as the directors act in cood faith and no fraud is involved the •share- 
holders cannot force the directors to pax anx pan of the profits as 
dividend. The courts will not interfere in the matter of the declaration 
of the dividend unless thex are satisfied that in declaims the dividend 
the directors were actuated bx some motive other than the best 
interests of the shareholders.* 

In India the articles of the most of the companies empower the 
Board of Directors to allocate the profit to different reserves when 
annual accounts are prepared and also to determine the rate of divi- 
dend and recommend rt to the pen oral meetmc of the shareholders 
for formal declaration. The decision of the Board on the rate of 
dividend is final. The shareholders m the central mreunc cannot 
compel lhe Board to declare dividends Nor can ihc members compd 
the Board to increase the rate of dividend. Thrv can. however, 
reduce the ratr of dividend recommended bv lhe Board. 

The articles max also empower the directors to declare interim 
dividends, i.e., dividends m between the periods of two ordmarv 
pen end meetings of the shareholders, as appear justified to them bv 
the profits of the com pan v Dividends msv be paid out of estimated 
profit, although not aciuallv realized, unless amdes provide that the' 
s&om’ti ooij be pari oat of reafizeef profits Rczhzzd profif< isuc hr 
lahen m the ordmarv commercial sense (profits lanoble for lhe 
propose of division) Directors who treat estimated profits as realized 
and pax dividend out of capital on the chance that sufficient profit* 


1 The Ford Mol or Conprav of th" Unit'd Sieves of America earned co^d profits 
in ibe rear J 9] 6 bin us Board of Dircclnrs derided lo trail the dividends m 
ibetrurrewrtteinai.se the surplus funds lo expand production so p^w® 
more employment. Mmorm shtreholdirs bronchi a suit fo* nsT 
do idends The coliI upheld their plea znd ordered a h 'her d ' idend pn *•*“ 
proimd lhat lhe dun of the directors wes io steums'er lhe co— puns firth' 
heo~fii of lhe shareholders rather than for htrnaru enan p-rpi«s- This as* 
solitarv example of interference b\ she court. 
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might be made, will, however, be jointly and severally liable, as upon 
breach of trust 

The declaration of the dividends on preference shares also is at 
the discretion of the directors Their decision in this matter is, 
however, very much influenced by the neccssit) of maintaining the 
credit of the compjny and the consideration of the possible shift in 
voting power which the non-paymenr of a certain number of pre 
ferencc dividends is likely to bring about 1 

The corporate dividend policy is an integral part of the corpo- 
rate financial policy The Board of Directors should have full 
freedom to adopt a suitable dividend policy The investors in 
equity or risk capital expect a higher return on their investment than 
is generally available on other forms of investment which arc consi- 
dered to be safe Secondly when there is no guarantee of a minimum 
logically there should be no statutory limitations on the maximum 
that a company can afford to pay in dividends in good years 
Higher dividends in good years arc necessary to revive the spirit of 
optimism in the investors which suffers a setback during bad years 
when there arc no dividends or they arc paid at a low rate There 
arc one or two instances of Government interference in the divi 
dend policies followed by the companies in India In 1955-57 the 
Indian Iron and Steel Company was prevented by the Government 
from paying a dividend which was warranted by the sire of its profits 
and was asked to pay a lower rate of dividend This action of (he 
Government affected adversely the capital market at Calcutta on 
account of the eminent position occupied by the securities of this 
company on the Calcutta Stock Exchange Earlier also the Govern- 
ment had passed the Public Companies (Limitation of Dividends) 
Act, which was fortunately allowed to lapse in less than two years 
time in March 1950 Under the Finance Act of 1965. income tax at 
I2J", was levied on the amount representing the face value of any 
bonus shares issued to the shareholders during the previous year 
except when such shares were issued wholly out of the share premium 
account of the company This was a restrictive provision limiting 
the distribution of profits in the form of bonus shares and was deleted 
in the Finance Act of 1966 Out a new restrictive provision was 
included in this Act of 1966 The Act provided that in the ease of 
a company in which the public are substantially interested income tax 
at 7i° 0 shall be levied on the amount of dividends declared on its 
equity shares in excess of I0° w of its pud up equity share capital as at 


• According to ibe Indian Company Law (see 87), a preference shareholder is 
entitled to vote on every resolution before the company at any meel mg, if at 
any lime the dividend is in arrear in the case of cumulative preference shares, 
for an aggregate period of not 1 cm (ftan two years (which need not be cumtda 
live) or in the case of non cumulative preference sharej, enher for a period of 
two consccuiive years immediately preceding or for an aggregate period of not 
less than three years comprised in the preceding six years For this purpose the 
dividend shall be deemed lo be due in respect of any period whether declared 
or not, on the last day specified for (he payment of such dividend in the articles 
or other instruments executed by the company in that behalf 
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the beginning of the preuous \ ears This provision discourages the 
cash dividends bevond 10 per cent 

Types of dividends Dividends are usually distributed m cash 
but they can also be distributed in other forms of assets like mvert 
ments or inventories or in the form of liabilities like «erip or bonds 
or in the form of stocks or shares An optional form of dividend 
is also possible in which the companv c 2 n give an option to the 
shareholders to receive their dividend either in cash or in <tock 

Properly or asset dividends Cash dividend is a form of assn 
dividend but sometimes profit is available for the distribution of 
dividends but cash position of the companv is not sen comfortable 
although there are some other assets which the companv does rot 
want to retain These assets mav consist of outside investments or 
the shares of the subsidiary concerns In place of cash these invest 
ments or shares may be distributed as dividends In the United 
States of America some distillers companies have been known to 
distribute dividends in the form of liquor Such dividends are tb* 
examples of inventor y dividends 

Liability dividends These dividends are paid in the form of 
short term notes with or without interest If a company has earned 
profits and is in a position to distribute dividends but is tempera 
rily short of cash, in such a case the company mav give promissory 
notes (60 or 90 days) in place of cash to its shareholders as dm 
dend This form of dividend is known as scrip dividend In rare 
instances dividends are paid tn bonds or long term notes These 
dividends are called bond dividends and the shareholders who receive 
these bonds or notes become the creditors of the companv and are 
entitled to receive interest 

Stock dividend In the United States of America stock dm 
dends rank next after the cash dividends in frequency and anount- 
Large stock dividends usually have two objectives to sene The 
first objective may be to capitalize the surplus to finance the growth 
of the enterprise The second objective may be to make the pros 
perity of the companv appear modest in the eves of the public and 
thus escape the criticism of making excessive profits The stock 
dividends are not treated as taxable income as the cash dividends are 
treated and even if a shareholder sells the stock given to him as 
dividend he has to pay income tax only on the part of the price ol 
the stock sold by him which represents a capital gain. Thus there 
is a tax advantage to the shareholders if the dividend is given in 
the form of stocks The stock dividend leaves the position of the 
equity of the stockholders unchanged, because the net worth remains 
unchanged It is simply divided in a large number of shares After 

the distribution of stock dividend the prices of shares will decline 

and the rate of dividend per share will also be reduced. Small 
stock dividends are used only as a substitute for cash and their 
mam purpose is to give the stockholders some tangible evidence oi 
retained earnings 

In the case of optional dividend the shareholder has the choice 
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of taking cash or stock He has to communicate his choice to the 
company within a prescribed time limit after receiving the notice of 
dividend Smait shareholders may usually prefer to receive cash on 
account of the trouble of selling the stock unless the price of stock 
js somewhat higher than the cash offered ns dividend 

In Tndia the process of capitalizing the surplus js called the 
issue of bonus shares In the United States of America the distri- 
bution of stock dividends is a common feature of dividend distribu- 
tion but in the ease of India the issue of bonus shares is not so 
much a part of the policy of distribution of dividends as it is a part 
of the programme of procuring more capital with the only difference 
that in place of asking the shareholders to pay in cash the price of 
shares allotted to them from a 'right issue' the price of bonus shares 
is paid on their behalf by the company out of its retained earnings 
The bonus shares arc given to the shareholders in proportion to the 
shares already held by them On account of the tight conditions 
prevailing in the capital market in India and a comparative paucity 
of fresh invcstiblc funds available in the country the procedure of 
issuing bonus shares for augmenting the capital resources for growth 
on a permanent basis, has been used quite frequently during the 
period of five year plans 

The process is subject to certain limitations from the point of 
the general industrial economy of the country, the profit earning pros- 
pects of the company itself and the individual shareholders, and as 
such has to be used with caution Prom the point of view of the 
industrial economy of the country, the surplus funds .ire not allowed 
to fiow to those sectors of the economy where they may be needed the 
most ns the use of these funds is restricted to particular companies 
only The capital market is also depmed of the secondary funds 
which might have flowed to many diverse fields f rom the point of 
view of the company issuing the bonus sh ires the most important 
consideration should be the possibility of increased future earning 
to maintain the rate of dividend on its enlarged capital base Prom 
the point of view of the shareholders the process of issuing of bonus 
shares deprives them of their liberty of the choice of investing these 
incomes from dividends in any field of economic activity or of using 
it for the satisfaction of their personal wants before using bonus 
shares the directors should consider all these limitations carefully 

(c) Management of Earnings in India 

Historical Hevie » — The entire modern industrial system of the 
world is only two centuries old , the modern industrial system of 
India is hundred years old The modern industries were started in 
India after 1850 by two sets of people— the Europeans and the 
Indians The Europeans started new industries like jute or sugar in 
eastern and southern India They had at their back sufficient 
expcncnceof industrial management and industrial finance which they 
had acquired in their own countries But the Indian entrepreneurs 
like the Parsrs or the Gujaratis who started mainly cotton mills m 
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western India had no previous experience of industrial management 
or of industrial finance. There were no modern financial institutions 
also. Perhaps most of the concerns (rnamh cotton mills) were start- 
ed in western Indja with inadequate capital resources from the sen 
beginning and substantial amounts were borrowed on high rates. In 
the beginning the profits were not good and whenever good profits 
were earned there w as an anxiety to pay as high dividends as the) 
could to create an impression of prosperm in order to attract more 
funds and to keep the lines of credit open. The importance of ade- 
quate depreciation and other resenes and of a stable dividend policy 
was not perhaps properl) realized or understood. This state of 
affairs continued from 1850 to the end of the boom in near about 
1922. This period was followed b> a penod of intense foreign 
competition and the world depression (1929-33) and the Indian 
industrialists could not get any breathing time to think over their 
past mistakes committed during the days of prosperity enjo>ed b> 
the industries during the penod of the first World War (1914-18) 2 nd 
the post-war boom (1918-22). 

As the profits earned dunng the penod of prosperity were lite- 
rally squandered in paying high dividends without providing for even 
the minimum requirements of depreciation allowed by the income 
tax authorities and almost without am retained earnings for expan- 
sion or am other reserves for obsolescence or for dividend equaliza- 
tion. Naturally when the profits began to decline after the post-war 
boom (1918-22) the Indian induslnes found themselves in great 
difficulties and could do nothing to prevent a rapid decline in the 
rates of dividends. The policy followed by the managements of the 
textile industry with regard to the management of earnings and the 
results of that policy are illustrated in the following table : 


Financial Position of Bombay Mills 1 


(Figures in crores of Rupees) 


Year 

Amount of 
depreciation 
written off 

Net Profit 

Diiidend 

Percent age of 
diridend to paid' 
up capital m 

1917 

'S5 

3-02 

I '69 

22-2 

1918 

•87 

2'28 

1-91 

23-7 

1919 

T44 

615 

377 

401 

1920 

T63 

1010 

5-9S 

35*2 

1921 

1-81 

8-46 

534 

30-0 

1922 

I'3S 

3 81 

2 '94 

16-4 

1923 

-75 

-33 

-93 

4-9 

1924 

-42 

2'42 

-60 

3T 

1925 

-31 

2*87 

-43 

2-2 


1 The Report of the Tenff Beard on Textile Enquiry {1925-27). 
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It is quite evident the huge profits earned during the war-time 
and the post-war boom were recklessly used by the management m 
paying very high dividends without making any provision for augmen- 
ting the divisible profits during the lean years It was pointed out in 
the Legislative Assembly on September 24, 1924, that the cotton mill 
companies of Bombay, during the eight years ending with 1922 paid 
out an overage dividend of 53 per cent on an average capital of !2£ 
crores of rupees, or a total of more than 50 crores of rupees 

The comments of the Bengal Provincial Banking Enquiry Com- 
mittee 1 on the distribution of large dividends are quite significant 
The committee observes “We have, however, been unable to under- 
stand why no serious attempts are made for building substantial re- 
serves, when such high dividends as 50 to 150 per cent are paid If 
the dividends be limited to say, 15 per cent, for a few years, and the 
cost of the profits carried to the reserves, most of the tea gardens 
will be able to accumulate a sufficient reserve fund For meeting their 
annual recurring expenses from this fund Borrowing then would 
be unnecessary, and interest on loans saved The result will be 
larger dividends in future ” 

In distributing high cash dividends the Indian industrialists did 
not give enough thought to the availability of liquid cash resources 
to meet their normal working capital requirements, but, on the other 
hand, continued to complain about the unhelpful attitude of the 
commercial banks of the country in their reluctance to make liberal 
advances which showed lower profits 

On theone hand the managements were distributing so high divi- 
dends but on the other they were very negligent or unmindful about 
the necessity of providing for adequate depreciation and some other 
types of important provisions like Che obsolescence and dividend 
equalization reserves In the case of cotton textile industry the income 
tax department allowed for depreciation (1) 2J per cent on block 
cost of buildings, (2) 5 per cent on block cost of spinning and weav- 
ing machinery, and (3) per cent on block cost of bleaching and 
dying machinery and electrical equipment But rarely the cotton 
mill companies followed these rates in practice The cotton mills in 
Bombay set aside for depreciation only 3 per cent of the original 
cost of land, building and machinery during the years 1917-25, 
which was perhaps the best period in the history of the Indian cotton 
mill industry 1 According to the rate of 2J per cent on buildings 
and a flat rate of 5 per cent on the machinery they aught to have set 
aside for depreciation Rs 12 32 crores , but instead of (his, they set 
aside only Rs 9 crores * In reality this amounted to the dissipation of 

i The Report of the Bengal Provincial Banking Enquiry Committee, Vol I 
P 121 

* In 1915 to 1922 both years inclusive, they paid an average dividend of 53 per 
cent on an average capital ofl2| crores of rupees And ihey paid away in 
the eight years ending 1922 a sum of over SO crores of rupees in dividends 
(Report of the Indian Tariff Board on Textile Industry 1927. Vol, III, p 468) 
a Report of ihe Indian Tariff Board on Textile Industry, 1927, Appendix VI. 
(p 241) to Volume I 
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more than Rs 3 crores of capital resources in dividends during these 
years The depreciation charges for certain Ahmedabad cotton mills, 
for the years 1923, 1924 and 1925, at the rate of 4 per cent aught to 
have been more than Rs 120 lakhs But the actual provision made 
for depreciation amounted to onl> Rs 81 lakhs During the same 
period Rs 121 lakhs were distributed as dividends by these mills’ 
This really meant that the distribution of dividends to the extent of 
Rs 40 lakhs was a payment out of capital and not out of profits 
which were inflated and overstated on account of inadequate provision 
of depreciation 

In a number of other industries like paper the provision for 
depreciation was not adequate The Tariff Board on paper industries 
found that the usual practice was to charge as depreciation a certain 
amount of profits determined in an arbitrary manner without an) 
definite relation to the value of the block A leading paper mill, 
the Titaghur Paper Mills Company, had only one reserve for all pur- 
poses, depreciation, obsolescence, contingency or dividend equaliza- 
tion A certain amount from the profits as permitted by the dm 
dend distribution policy of the year, was set aside as reserve and 
used for these purposes 1 In the opinion of the Tariff Board even 
a progressive industry like the Iron and Steel Industry was found 
wanting m the matter of providing adequate depreciation The Board 
in its report observed “The steel industry is still undergoing rapid 
changes in the process of manufacture A concern engaged in this 
industry, therefore, must always be ready to adopt the latest changes 
Our steel industry does not seem to have paid any attention to 
this feature Far from making any provision for obsolescence, our 
companies do not make sufficient allowance even for depreciation ' 5 

After 1925, the Indian industries were not doing well and most 
of the well established industries had to be protected During the 
period of depression the Bombay cotton mill industry found itself 
in great difficulties and according to the observations of Indian Tariff 
Board (1935-36), the mills were not making sufficient profits to cover 
the depreciation allowances to which they were entitled and the large 
amounts required for interest on borrowed money The position of 
the cotton textile industry of Bombay between 1926 and 1935 is 
illustrated in the following table 


i Report of the Indian Tariff Board on the Textile Industry. 1927, Yot JI 
p 524 , Annexure to the Ahmedabad Mdlowners Association s Evidence 
s The Indian Tariff Board on Paper and Paper Pulp Industries, Evjdener, »ol 

a Indian Tariff Board, Statutory Enquiry, J926, Steel Industry Report, \oL IV 
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Financial Position of Bombay Mills * 


(Lakhs of Rupees) 


Year 

Net Profit 

Dividend 

Percentage of dividend 
to paid-up capital 

~\92f*~~ 

192 

~~ 42 

22 

1927 

211 

61 

34 

1928 

255 

28 

1 7 

1929 

229 

23 

1 5 

1930 

137 

19 

1 4 

1931 

106 

18 

1 4 

1932 

161 

18 

1 4 

1933 

130 

12 

1 1 

1934 

69 

21 

19 

1935 

92 

20 

1 ft 


The declining trend of profits, dividends and the percentage of 
dividends to the paid-up capital is quite apparent Had the manage- 
ments been a little more far-sighted in conserving the earnings of 
the companies during the period of prosperity, probably the impact 
of the adverse circumstances during the period of depression might 
have been somewhat mild and much less distressing 

By the year 1935 and 1936 the process of recovery after the 
depression had set in and the beginning of the Second World War m 
\939 brought the industries back to long period of profitable working 
By this time our industrialists had acquired enough experience of 
financial management of the companies and consequently the appor- 
tionment of earnings between depreciation and reserves on the one 
hand and the distribution of dividends on the other was more scien- 
tific Abnormal dividends like those of the first World War period 
were never distributed but an effort was made to make the dividends 
more regular and stable Depreciation was provided on a reason- 
able basis but high taxation set a limit to a liberal provision for depre- 
ciation and reserves Whenever the burden of taxation was reduced, 
normally there was a rise m the provision for depreciation The 
division of gross profits among the three heads— (1) provision for 
depreciation, (2) taxation, and (3) net profits in the form of percent- 
ages — is given in the table 3 on page 326 

The percentage of provision for depreciation to gross profits 
showed an almost continuous decline up to 1 943 in the case of cotton 
and paper industries and up to 1945 in the case of cement industry, 
whereas in jute and iron and steel the movement of this percentage 
was rather irregular In marked contrast to the movement of the 
percentage of depreciation the percentage of provision for taxation 
to gross profits rose almost continuously in cotton and jute industries 
up to 1944, in paper and iron and steel industries up to 1943 and 
in cement industry up to 1945 The rise in the percentage of taxation 


1 Adarkar, B P Vie Indian Fiscal Policy {PM j. p 152. Table IV, Part I 



Trends of Pro\tsion for Depreciations Taxation ami Net Profits as Percentages of Gross 
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was usually higher than the fall in the percentage of depreciation 
which generally resulted in an almost continuous decline in the 
percentage of net profits to gross profits The cement indifttry paid 
comparatively less by way of excess profits tax and therefore the 
trends of percentages in this industry were slightly different The year 
1944 is generally considered to be the peak year with regard to the 
incidence of taxation In this year the percentages of taxation reserves 
to gross profits were 37 86, 46 26, 65 55, 70 98, and 35 88 for cement 
iron and steel, paper, jute and cotton respectively 

After 1 944 the percentage of taxation reserves began to show 
declining tendencies and consequently the percentages of deprecia- 
tion and net profits began to show an upward trend 

With regard to the appropriation of net profits for the purpose 
of dividends and reserves between 1939 and 1949, usually a high 
percentage was paid in dividends reserves not neglected and a fair 
percentage of net profits was retained m the business This distribu- 
tion of net profits is shown m the table on page 328 1 

The table shows that the payments of dividends throughout the 
period were generally kept within the limits of the profils earned 
during the accounting period «ind the occasions for drawing upon 
p ist reserves in the case of cement, paper and jute industries were 
on!) few Roughly 60% of the profits after tax were distributed and 
40% were retained iti business 

The payment ot dividends in relation to cJpital has been 
moderate between 1939 and 1949 High dividends like those of the 
first World War period were not paid during the period of the second 
World War or the post-war period Dr H C Mehrotra has 
compiled a tabic giving average dividends per cent per annum from 
a scries of articles written by Shri P C Jain of Allahabad University 
in Capita/ The table is being reproduced below* 


Aiet-age Dividend per cent per annum 
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* Mehrotra, H C Company Earnings In Mia during the decade 1939-1941), 
P 304 (unpublished ihesist 
s Ibid, p.297 
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!t will be seen that the dividends have fluctuated between 10 
and 20 per cent Occasionally they have risen to 26 or 21 per cent m 
cotton industry or fallen to 8 or 9 per cent in jute and paper 

The management of earnings during the plan period has been 
very ably summarized by Dr H C Mehrotra and Sri S P Goyal 
of the Department of Commerce of the B R College Agra, in a 
paper entitled 'Corporate Dividend Policy in India’, which was 
presented at the Commerce Conference m 1965 

A table from the piper is being reproduced here (between pages 
328 and 329) 

The appropriation of profits after tax shows that roughly 65 
per cent of such profits were distributed as dividends and nearly 35 
per cent were retained as reserves In the case of iron and steel 
industry the profits distributed amounted to 40 or 50 per cent only 
and the remaining portion of profits was retained as reserves On 
the whole it can be said that since the beginning of the second 
World War the man a ements of companies in India have tried to 
observe a much better code of financial discipline than they had 
ever done before 

The returns on nsk capital during this period have not been 
satisfactory On paid-up capital they have roughly varied between 7 
and 1 1 per cent and o i capital employed between 4 and 6 per cent 
The returns in the cjsc of textile industries have been still poorer 
If we take into cot sidcration the rate s of interest of 6 or 7 per cent 
being paid by the banks on fixed deposits then the rates of returns 
on risk capital employed in. industry arc rcalJy very poor, unsatis- 
factory and uninviting It is on account of these unsatisfactory 
returns that risk capital appears to be so scarce at the present 
time In case of i number of new issues it is said that large portions 
of underwritten issues remain unsold and the underwriters arc 
obliged to take them up on their own account Heavy corporate 
taxation is one of the main causes of the present unhealthy state of 
the new capital issue market 

Brief Comments on the Finances of Joint-Stock Companies 
in India 

The Reserve Dank of India has published the financial statistics 
of non-government non-financial medium and large public limited 
companies, i c , companies with paid-up capital of more than Rs. 5 
lakhs, from 1950-51 to 1962-63 

The data have been published industrywisc Hence, some 
important industries have been selected for a brief -discussion 
here 

Cotton Textile Industry 

The average rate of net capital formation during the Tirst 
Plan period was 1 7% per annum This increased to 9 2% per 
annum during the Second Plan period and more or less the same 
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rate continued during 1961-62 and 1962-63 For the growth of the 
industn internal and external sources of funds coninbuted 83% and 
17% respectively dunng the First Plan period while during the 
Second Plan their shares were 43% and 57 1 0 The main causes of 
this reverse trend have been the bean growth of the industn, the 
increase ra taxation and dividend distribution The tax provision 
as percentage of profits before tax increased from 46% during the 
First Plan to 71 % dunng the Second Plan and dividend distribution 
.as per cent of profits before tax increased from 51° to 70 & <.„ heoce 
the retained profits instead of increasing were reduced bv 41% of 
profits before tax It is true that during the Second Plan period the 
industry distributed sbghtlv higher dividend*, than dunng the First 
Plan but 5 1% dividend on net worth was not sufficient return to 
attract fresh capital This is clear from the fact that the major 
portion of external funds have been collected bv issuing debentures 
and b> borrowings instead of issuing new shares to obtain fresh 
capita! 

Sugar Industry 

The average rale of ret capital formation dunng First and 
Second Plan periods was 9 8% and 11 4°, per annum respectivelv 
Dunng 1962 63, the growth was — 11% Internal and external sour 
ccs of funds contributed 49% and 51% during the First Plan penod 
while their share dunng the Second Plan period was 36% and 64% 
respectively The industiy distnbuled higher dividends dunng the 
Second Plan period than dunng the First Plan penod but without 
touching the retained profits This shows that during the Second 
Plan period the mdustjy earned larger profits The taxes consumed 
more than their due, hence, the retained profits as percentage of 
profits before tax decreased from 24% dunng the First Plan penod 
to 18% dunng the Second Plan period The industry distributed 
reasonable dividends to ns shareholders and that too without 
touching its past profits 

Iron and Steel Industry 

The average rate of net capital formation dunng the First and 
Second Plan penods was 10 9% and 26 5% per annum respectivelv 
Dunng the first two years of the Third Plan, the growth was in the 
reverse direction Interna] and external sources of funds contributed 
5S%and42' 0 respectively during the First Plan penod while these per- 
centages dunng the Second Plan period were 3S% and 62% Icspne 
of higher retained profits and less taxes dunng the Second Flan 
penod the percentage contribution of internal sources was reduced 
from 5S% to 38% The main cause of this reduction «a« th f 
heavy investment m the industry which was not possible to underlain 
from internal sources, Dunng the Second Plan penod the industry 
did not receive the return on the investment made dunng that penod. 
hence, in-putc of an increase in dividend as percentage cf proS's 
before that, the dividend as percentage of net -worth mid paid up 
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capital declined from 6 1% to 4 8% and from 1 1 5% to 9 6% respec- 
tively The return on investment is revealed m the enhanced percent- 
age of dividend during the Third Plan period with higher retentions 
Engineering Industry 

The average rate of net capital formation by this industry 
during the First and Second Plan periods was 11 5° 0 and 15 8° 0 per 
annum respectively The internal and external sources of funds 
contributed more or less the same percentage throughout the period 
under study The earnings of the industry have increased substan- 
tially during the Second Plan period as compared to the First Plan 
period By slight increase in dividend as percentage of profits 
before tax, the industry distributed more than double the dividend 
as percentage of net-worth and paid-up capital This happened on 
account of the net-worth remaining more or less the same with an 
increase in profits During the first two years of the Third Plan the 
industry distributed even higher dividends 
Cement Industry 

The average rate of net capital formation during the First and 
Second Plan periods was 8 6% and 12 2% per annum respectively 
The internal and external sources of funds contributed 86% and 
14% respectively during the First Plan period while their share during 
the Second Plan period was 37% and 63% The main reason of this 
reverse trend was the decrease in earnings of the industry In spite of 
less taxes, less dividend as percentage of net-worth and paid-up 
capital, retained profits to a great extent 
Paper Industry 

The average rate of net capital formation during the First and 
Second Plan periods was 9 7% and 14 1% per annum respectively 
The internal and external sources of funds contributed 59% and 
41% respectively during the First Plan period while their shares 
during the Second Plan period were 49% and 51% The main reason 
of this trend was the reduction in retained profits, on account of 
higher taxation and dividend distribution, and expansion of the 
industry The earning capacity of the industry remained constant 
The dividends, as percentage of net-worth, cannot be considered to 
be attractive for the risk capita) 

Conclusion 

The overall profits of the industries under study can be judged 
by the rate of growth, retained profits and dividend distribution as 
percentage of net-worth In terms of net capital formation the iron 
und steel industry stood first and was followed by the engineering, 
paper, cement, sugar and cotton industries respectively fn terms 
of retained profits, again the iron and steel industry stood first and 
was followed by engineering, sugar, paper, cement and cotton 
industries The sugar industry distributed the highest percentage 
of dividend as percentage of net-worth and was followed by cement, 
engineering, paper, cotton and iron and steel industries 
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Corporate Expansion and 
Amalgamation 


Change is the law of life , it is inherent in the life of individuals 
as well as institutions None of the political, social, or economic 
institutions of mankind stands still Jn an age of large-scale 
enterprise, men have come to believe that to survive or to succeed, 
their business undertakings must expand and that they are doomed if 
they contract Moreover, there is the universal desire of mankind 
to grow, because growth in some form is essential to existence 

The post-war years have been years of unprecedented business 
growth The pressures of deferred demand accumulated during the 
war plus a rapidly increasing population have created unusual 
market opportunities crying for satisfaction To these influences 
must be added new products based on new technology and new raw 
materials In addition, rising prices maintain a constant pressure 
in terms of both profit opportunity and financial need Under the 
circumstances it is not surprising that corporations expand operations 
both through the construction of additional capacity and by the 
acquisition of existing facilities by direct purchase or merger 

Reasons of Expansion 

The reasons of expansion arc deep rooted and reflect an innate 
characteristic of progressive civilization Moreover, the internal 
urge of individual business leaders is stimulated by various forces 
of a psychological and an economic nature Among these, the 
following arc noteworthy (l) Competition encourages growth and 
unless a corporation expands, it will frequently be surpassed by 
competing groups (2) The momentum developed by sound expan- 
sion is a source of validity and vigour (3) The possibility of greater 
profits is equally stimulating (4) Large-scale operations may per- 
mit economics and advantages not obtainable to the same degree 
on a smaller scale (5) Monopolistic ambitions may also be the 
cause of expansion 




336 Elements of Corporation Finance 

Kinds of Expansion 

Usual methods of business expansion are two (l) internal and 
(2) external Large corporations and corporate groups come into being 
(l)b> internal growth or through retained earnings, (2) by the sale 
of securities to the public or (3) bv the acquisition of other business 
units by the use of such devices as the trust the holding compan}, 
the lease or outright fusion by consolidation and merger Expansion 
may be one of the following kinds 

J. Expanding the market This may involve the establish 
ment of wider facilities and expansion of the market which implies 
a corresponding increase in production 

2 Increasing the number of products 

3 Making unprotemcnis Even though improvements ma\ 
result in lower costs their installation calls for capital expenditures 
the allocation of funds to permanent assets Such allocation is 
expansion 

4 Integration Integration is the addition of facilities or 
processes ultimately used in the manufacture of the concerns 
products. Thus a newspaper chain may go into paper making, an 
automobile manufacturing company may acquire a steel mill, a fruit 
canning concern may go into orcharding 

5 Combination Any of the above types of expansion may 
be undertaken within the concern itself or by combining with others 
It mav be easier or more expedient to acquire or become a part of 
existing concerns, or to form with them a new and larger organ* 
zation than to create new facilities in competition with them 

Motives of Expansion 

The motives leading businessmen to expand mav be classified 
under three heads ambition, speculation, and profits 

1 Ambition personal ambition has at its root the creative 
impulse, self-expression, the desire for conquest and achievement, 
and the approval and respect of ones friends, neighbours, and 
associates 

2 Speculation As many men give vent to their creative 
impulses and their desires for conquest and achievement, so some 
like fo deaf in uncertainties, to apply their imaginations, and ta 
carry the risks of success or failure 

3 Profits Profits from expansion are made possible w 
several ways These channels may be classified as those pertaining 
to (a) production, (b) purchase, (c) distribution, (d) administration 
and (e) finance 

(a) Production A d\ ant ages 

(1) Lower material costs and steadier prices b* reason or 
larger purchasing power 

(2) Specialization of skilled management 
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(3) Specialized division of labour 

(4) Specialization of plants 

(5) Greater possibilities in the introduction of labour-saving 
machinery 

(6) More effective use of by-products 

(7) Greater possibilities m experimentations and research 

(8) Stabilization of production and reduction of tosses from 
fixed expenses during idleness 

(b) Purchase advantages 

(1) Economics of large scale purchasing 

(2) Buying from original source, or ownership of original 
source 

(3) Control of supply of materials 

(c) Marketing advantages 

(1) Larger volume, lower prices and easier selling 

(2) More effective use of salesmen, since they represent a 
larger variety of products 

(3) Economical use of advertising media not available to 
smaller business 

(4) Assumption of middleman’s function to reduce costs or 
reach customers more effectively 

(5) Transportation economies 

(d) Administrate ad\antnges 

(1) Greater use of statistical and accounting controls 

(2) Benefit from intercompany comparisons and exchange of 
ideas 

(3) Greater specialization m administrative departments 

(4) Use of higher priced experts because of larger volume 
of operations to support cost 

(5) Greater use of research and testing methods 

(6) Centralization of planning for formerly separate units 

(7) Lessened labour turnover because of wider variety 

(c) Financial advantages 

(1) More efficient use of funds through co ordination of 
successive steps in production 

(2) Lower cost of funds through better credit and access to 
the national capital market 

(3) Centralized control of cash, credits and collections, and 
inventories 

(4) Stabilization of earnings by balanced production 

(5) Reduction or elimination of competition nnd control of 
market prices 
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Disadvantages It is not to be supposed that these advan 
tages automatically accrue to the expanding concern or group Some 
of them may be offset by certain disadvantage' which large-scale 
operation and combination may involve These are 

1 Limitations of executive and managerial abihtv to control 
large scale operations effectively 

2 Loss of personal contacts as personnel expands 

3 Cumbersomeness of production and administration 

4 Encouragement to over expansion and over-capitali 2 ation. 

5 Danger of arousing public hostility and burdensome 
regulation 

6 The possibility of hostile public relations 

7 Higher taxes 
Sources of Expansion Funds 

Irrespective of the economic limitations of expansion, businesses 
are probably expanded as frequently on the basis of the availability 
of funds as under any other circumstances Thus expansion 
is often undertaken in periods of high labour and material costs 
and high interest rates (periods of prospentv) 

Funds for expansion are obtained from one or more of the 
following sources (1) accumulated surplus, (2) conversion of 
unnecessary assets, (3) short-term borrowing, (4) sale of bonds, and 
(5) sale of stock, etc 

The usual method adopted by a corporation to expand its 
operations is through a process of natural growth financed out of 
earnings or new security floatations Small corporations have little 
alternative but to finance expansion through retained earnings 
Larger concerns have the added source of funds obtained from the 
organized securities markets Growth from within, coupled with 
that financed by periodic security issues, has the advantage of being 
of a progressive or evolutionary character This should afford an 
opportunity to keep financial errors at a minimum 

To the desire for speed and for reduction of competition should 
be added the fact that it may be possible to acquire existing corpo- 
rations more cheaply than to establish equivalent operations It is. 
therefore, not surprising that corporate growth frequently finds its 
expression in some form of corporate combination or amalgamation 

COMBINATION 

Combination is a general term used in the USA and refers 
to several types of intercorporate fusion In India, the term amal- 
gamation is in popular use The Indian Companies Act, 1956 u«cs 
the term ‘amalgamation', though it does not define it specifically 


i The term ‘amalgamation’ is sometimes used jn the USA to describe •* 
consolidation In England as also in India the term is s'nonymoas 
‘consolidation’ 
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However, according to decisions of courts the term contemplates “a 
state of things under which two companies are so joined together as 
to form a third entity or one company is absorbed into and blended 
with another company ' The company which is amalgamated may 
or may not cease to exist “A company formed by the amalgama- 
tion of two companies is in law a legal entity distinct from the two 
constituent companies Thus, the new company cannot be treated 
as a successor to the constituent companies eg, for the purpose 
of Income Tax 

slrfirmtngca of Combination 

1 More minute division of labour — which is usually pro- 
ductive of high efficiency 

2 Possible specialization among different plants of the same 
organization 

3 Introduction of machinery and other labour-saving devices 
which might not be possible with small scale production 

4 Expert technical assistance, the cost of which may be 
spread over a greater number of units of product 

5 Production research, the cost of which could not ordinarily 
be borne by small organizations 

6 Ease of control of p itents and joint use of the same 
patents or processes 

7 Possibly the profitable utilization of by products In 
small concerns by products are frequently a waste 

8 Spread of administrative expenses which do not ordinarily 
increase directly with an increase in production over a 
larger number of units of products 

9 Possible large scale purchasing, which is usually produc- 
tive of savings, not only through lower prices but from 
lower transportation costs per unit of purchase, and some- 
times from less clerical work per unit of product 

10 Large-scale marketing, which leads to large sales at small 
profits per unit of product, to the reduction of selling 
expenses per unit of product and to national, big-scale 
advertising 

11 Financial advantages through the ease of floating large 
security issues, jnd by increases m the turnover of cash 
and of receivables Borrowing is easier and generally 
cheaper for large concerns than for small ones 

12 Availability of administrative genius to concerns that can 
afford to pay for it 

13 Reduction or elimination of cross freights 

14 Discouragement of price cutting 

J5 Ease of control of customers 
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16 In some cases corporations combine in order to save the 
absorbed corporation from embarrassment which might 
reflect on other concerns in the same field 

Dtsadt antages 

1 Bigness leads to extravagance Small expenditures are not 
watched carefully 

2 Details that are important to small concerns are often 
overlooked in large ones Such details may be found m 
anv department 

3 Managerial ability of sufficient calibre to handle aggre- 
gates of men, properties, and transactions is difficult to 
find 

4 Public opinion in general does not favour huge enterprise* 

5 Contrary to general opinion, depressions sometimes affect 
large enterprises very severely It is not easy for a vast 
organization to contract 

Types of Combination 

Combination, of whatever form may be one of three tvpes, 
or may be a mixure of two or three types 

1 leriieal Combination When a company expands in 
order to engage in the production of articles or the furnishing of 
services essential to the manufacture or distribution of its original 
line of products, and for which it was formerly dependent upon 
other firms, it is described as expanding xerticaU j " In this case the 
product of one of them is a necessary ingredient or component 
part of the product of the other For example, a manufacturer of 
parts may combine with a company that is a supplier of the raw 
materials of the products it manufactures , a distributing companv 
may expand vertically by securing its own means to manufacture 
the articles it sells , or a manufacturing company may develop its 
own distribution outlets and services instead of utilizing independent 
firms for this purpose Vertical expansion is a popular form and 
the concerns so formed own or control all of the primarv production 
and distribution facilities or facilities incidental thereto, from ex- 
traction or raising of raw materials to the distribution and financing 
of sales to customers Thus, vertical combination consists of one 
organization of different undertakings, carrying out successive stages 
in production, from the raw material to the finished article, or even 
to the retail sale to the consumer. It aims at securing a position of 
self-sufficiency one large self-contained and self-supporting unit 
is formed 

2 Horizontal Combination A combination is horizontal 
when two or more organizations engaged m the same or doselv 
related lines or stages of production or distribution are brought 
together under one management The purpose of such a combina- 
tion is to eliminate waste and to develop greater economic power 
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through large-scale production, systematic works specialization, im- 
proved methods of distribution, and concentrated research In 
addition to these advantages, it may, through its increased capital 
and purchasing power, obtain raw materials more cheaply, and 
through its influence enter into agreements with other large combines 
and so still further consolidate its position If the combine is so 
complete that it constitutes a virtual monopoly it may concert 
measures to restrict output and fix prices 

3 Circular Combination The circular or complementary 
type resembles the horizontal combination It involves the combi 
nation of units, either as divisions or subsidiaries, which produce 
goods that can be distributed through the same channels or by the 
use of similar methods Prominent examples are General Foods 
Corporation of the USA, whose subsidiaries include companies 
producing beverages breakfast food, baking powder and other foods, 
and General Motors Corporation, whose divisions and subsidiaries 
produce and sell air-conditioners, refrigerators and other household 
appliances as well as automobiles, trucks and accessories The 
object may be partly to effect economy in overhead expenses and 
partly to ensure against the failure in demand m any particular 
trade In some cases this mutual insurance of markets is a domi- 
nant motive for circular combination 

Methods of Combination 

Corporate combinations may be affected in a number of ways 
that reflect the purpose of the combination and the laws applying 
to combinations and restraint of trade When the purpose is pri- 
marily one of controlling markets and competition, an informal 
arrangement may be expected On the other hand, when the pur- 
pose is primarily one of achieving the economies that may be 
inherent in a large-scale, integrated operation a formal legal orgam 
zation will be used The various methods of combination have been 
classified into three broad categories (1) informal methods , 
(2) formal methods with separate identities , and (3) outright absorp- 
tion of separate corporations or merger 

I Informal Co operation 

(») Gentlemen s Agreement 
(n) Pools, association agreements, and cartels 
(in) Community of interest 

(iv) Interlocking Directorates 

(v) Purchase and sales contracts 
If Formal Combination 

(i) Trusts 

(n) Holding companies 
(in) Leases 
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III Outright Absorption : 

(i) Consolidation 

( 11 ) Merger 

I Informal Cooperation 

Informal methods are used when the purpose is to remind 
competition or when it is desired to obtain an element of co-operatne 
action without formal organization This mav be to avoid the 
financing and other problems m\ol\ed in formal arrangements , r 
ma\ be arranged for a temporan purpose 

Gentlemen* agreement Thev are temporary unwritten 
arrangements which depend for their success upon the willingness of 
the members to abide bv them The - , -are founded upon a mere 
•understanding — usually ora! and confidential— betw een those m 
control of the participating companies that the companies would 2 d 
pursuant to a common policy to accomplish certain objectives The 
usual purpose is to divide markets place limitations on production, 
maintain or fin prices or similarj> restrain competition. This 
arrangement how ever, has neither legal sanction nor administrate 
organization for purposes of enforcement As a result, the pzstm 
pants are prone to violate the agreements whenever it is to their 
profit to do so They are the weakest of all forms of combination, 
because under pressure 'gentlemen mav cease to be gentlemen' I 3 
some cases they are vitiated by unintentional breach owing to th* 
fact that thev arc subject to misunderstanding. These agreements are 
almost defunct now 

Pool Pools are more forma! groupings of competing com 
pames for the purpose of controlling prices, patents, markets, outpd 
or earnings through a central organization It is customanh, not 

necessanh, a written agreement and often confidential in whole or 

part. It is formallv oreanized and usuallv has a centra! adminis- 
trative asencv to which all the members report. In the event of 
violation, a penaltv is rnipo-ed and is collected bv tbe centra! office. 
Such supervision senes to make the pool shghtlv more effective 
than the gentlemen's agreement , but at tbe same time, no IT" 
means of enforcement are available because the agreements are 
illegally in restraint of trade As a result, individual members are 
likely to desert whenever they have an opportunity to make uniasjal 
profits Tbe basic weakness of pools stems from a desire to 
overdo the degree of exploitation. 

Pools are classified according to the purpose for which thev arc 
formed (I) Production pooh (2) Sales pools, (3) Speculation poo % 
(4) Traffic pools, (5) Territorial pools, (6) Market pools, (7) Pal^H 
pools, and (8) Income pools 

Cartel is an European term and is similar to the pool Th" 
system prevails largelv m Germain, Austria, Belgium 2 nd other 
nental countries Some of the powerful cartels are to be fojso 
in the pi a iron, steel and manufactured zsetal trades in Genn 2 nv zsd 
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Austria It has been defined as “an association based upon a 
contractual agreement between enterprises in the same field of 
business, which, while retaining their legal independence, associate 
themselves with a view to exerting a monopolistic influence on the 
market 11 In a cartel independent undertakings in the same or 
similar branches of industry come together with a view to improving 
the conditions of production and sale They are called ‘syndicates' 
where they have set up a common sales organization It is a looser 
form of industrial combination and allows the different businesses 
joining the combination to retain a substantial amount of individual- 
ity and liberty It does not directly control the management of the 
different businesses joining it and it does not fix a uniform rate of 
profit for all those businesses , it generally fixes only uniform selling 
price for the commodity produced by the different businesses and it 
also regulates their output - With ns looser organization it can be 
more easily formed and more easily dissolved 

Community of Interest By a community of interest is meant 
the grouping of separate corporations within a sphere of influence 
through common ownership of stock by one person or a small group 
of persons who are bound together by common interest and family 
relationship or long acquaintance This influence may be made 
more effective by interlocking directorates— that is the same men 
sitting on the different boards of directors Whether as a result of 
community of interest or interlocking directorates or both, such a 
group of companies will work in harmony with one another, since 
they are either owned or managed by the same persons Such 
arrangements have played an important part in the development of 
railroad, industrial and utility combinations and may be almost as 
effective m concentrating control as a formal device 

Interlocking Directorates Whenever the board of directors 
of two or more corporations have members common to each board, 
an interlocking directorate exists Although these ‘common’ 
members may never carry confidential information between the 
various boards, they arc able to influence the corporations’ policies 
toward united or co-operative action 

Unlike the community of interest, interlocking directorates can- 
not be concealed and, as a result, can be regulated by law Under 
the Indian Companies Act, 1956 no person can be the director of 
more than twenty companies at a time The Clayton Act of tne 
USA prohibits interlocking directorates in large national banks 
(deposits and net worth of more than 8 5,000,000) or in industrial 
corporations of over S 1,000,000 net worth which have been or are 
competitors of each other Railroads of the USA may have 
interlocking directorates only with the approval of the Interstate 
Commerce Commission and registered public-utility holding 
companies may have common directors with banks subject to tne 
rules of the Securities and Exchange Commission 

1 N G GuThmarTn and H E Dougall Corporate Financial Policy, 1957. p 54) 
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Purchase and Sales Contract Such contracts I result 33 
co ordinated effort w ithout the relinquishment of corporate identic 
A company that uses or sells the products of another mav enter into 
an exclusive contract This relation may assure a relatively constant 
flow of business between the two, may lower production costs, may 
reduce or eliminate sales effort, and may result in economies One 
company may become subordinate to the other, and it is not un 
common for the contract to be reinforced by control of one companv 
by the other through stock ownership Many present subsidiaries 
of motor and steel corporations of the USA were originally related 
to the parent company soleh through purchase and sales contracts 

Less obvious methods have been employed to obtain concerted 
action by a group of competing corporations Trade Associations 
formed to study such problems as accounting methods, labour 
relations general research relations with*the government, and price 
policies have led their members to reach agreements that have greath 
reduced or eliminated competition in the matter of prices 

11 Formal Combination 

The formal types of combinations involve financial relation 
ships and problems requiring more careful attention. 

Trusts The word ‘trust* has several meanings, but so far as 
combinations are concerned, it refers to the device of all or much of 
the stock of the constituent corporations being transferred by th* 
stockholders to a group of persons known as ‘trustees’ Jt sigmfi*s 
a consolidation of capital which is large and strong enough tocontrol 
the supply and the selling price of the articles with which it deals- 
The trustees in return issue receipts for the stock. These receipts 
are known as trust certificates, and they possess all of the characteris- 
tics of stock except the right to vote Since the trustees then possess 
all or much of the stock of the various companies they mav control 
them as one to the extent that thev have effective control. The 
constituent members fuse together their internal management as 
well as their external affairs relating to market problems ra favour 
of a new unit The control organization decides to a large extent 
the programme of work and the sales of each participating und*T 
takings Finance is uniformly regulated for all members, surplus and 
deficiencies being adjusted within the combine The distribution of 
profits takes place on a common basis 

Holding Companies In its broadest sense, a holding company 
may be defined as * any corporation which owns the stock of one or 
more other companies ” l In the mere generally accepted use of the 
term, “the holding company is a corporation which owns enough of 
the voting stock of another corporation (the subsidian) to have 
working control over it.** 1 A company owned or controlled fcv 
another to the extent that it is a mere instrument to cam out tbs 
orders of the owning companv is called a subsidiary and the owning 


1 H G Guttgaano and H. E. Dougall op cii , p 557 
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company itself is called the parent company The top company, 
known as the “parent” organization, may be characterized as the 
“grandfather” or “great grandfather’ company, according to the 
degree of relationship Thus, holding company and subsidiary 
company are relative terms Under the Indian Companies Act, 1956, 
a holding company is one which (a) controls the composition of the 
Board of Directors, or (b) holds more than half the nominal value of 
the equity share capita! of another company The term is usually 
restricted to two types of organizations— pare holding companies and 
mixed holding companies A pure holding company is a non operat- 
ing company organized for the purpose of investing its capital in the 
shares of other companies, the affairs of w hich it undertakes to 
direct or administer A holding company that is itself an operating 
company is called a mixed holding company In other words, 
companies which operate property of their own in addition to 
controlling other corporations through stock ownership are called 
parent or holding operating companies This term is particularly 
appropriate if the large company has taken the initiative in forming 
the smaller one Most large companies belong to this group 
Companies which do not operate properties, but simply direct the 
operations of their subsidiaries, are called pure holding companies 
Their assets consist mainly of shares of subsidiaries, and their 
income is derived from these securities 


Advantages of holding company The holding company 
represents the most flexible device in the entire field of corporation 
finance Most advantages claimed for combinations that eliminate 
competition and permit large-scale production apply to holding 
companies In the holding company form of intercorporate relations 
there are many conflicting and adverse interests There are the 
interests of the holding company itself and of its subsidiaries as well 
as of the stockholders, directors, and officers of each of them In 
addition, there are the interests of consumers and the general public 
The advantages listed below are those accruing to the majority of 
all the interests involved 


1 Flexibility and facility of forma tion—The holding company 
relationship is the least troublesome to create of all the forms of 
combination The history of the formation of many such companies 
indicates that combinations formed in this manner have been 
remarkably free from annoying and difficult litigation by stock- 
holders and creditors 

2 Elonomy and efficiency of operations — It can employ high 
priced experts for advising subsidiaries, furnish them financial 
assistance, effect savings in quantity purchasing, and the like Some- 
times greater efficiency is achieved by placing a number ot similar 
companies, functionally or geographically related, under a sub 
holding company Managerial, legal, financial and operational 
efficiencies are possible, while still retaining the separate corporate 
entities 


3 Ease of acquiring and maintaining control—' The management 
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of a holding company can obtain at least a degree of control over 
a firm by the simple expedient of purchasing stock on the open 
market It is not necessary to obtain permission from the stock- 
holders of either corporation or to reach an agreement with the 
management of the other company The problems of valuation of 
assets and earnings, exchange of securities, and handling of non 
co-operating minority stockholders, are not present 

4 Aioidance of legal impediments— Use of a subsidiary 
protects the position of the parent corporation in connection with 
damage suits or other legal difficulties Damage suits against a 
subsidiary if won, do not so seriously injure the holding company 
or its other subsidiaries 

5 Adi ant ages in financing — In many cases, holding companies 
have been a major source of funds for the financing of subsidiaries 
The expansion and integration of public utilities has received a 
tremendous impetus by the combined financing of holding companies 
and their operating subsidiaries 

6 Adjustment to local conditions — Local operating companies 
are adaptable to local conditions In a country like the USA 
having forty-eight states, there are conflicting laws and retaliatory 
legislation To escape adverse legislation, corporations form 
subsidiaries in the states having adverse legislation Parent company 
operates in the states not having it A local corporation can adopt 
itself to particular conditions and its officers will have authority to 
act on the basis of their own independent judgment Goodwill 
of the subsidiary is maintained 

7 Acceleration of 'trading on the equity — Gaining of control of 
several subsidiaries through ownership of stock interests will permit 
an original investment to control a sufficient number of concerns 
arranged in order on top of one another This pyramiding allows 
the original capital to be ‘stretched’ several times , in other words, 
the ‘trading on the equity’ may be greatly enhanced Profits may be 
piled on top of profits 

8 Small amount of capital required — In order to control the 
operations of other companies, only the voting stock need be 
acquired In cases of wide distribution of such stock, a small 
fraction of these shares is sufficient for a working control A little 
more than half the voting stock will always give absolute control 

In the public utility field, with its extended use of bonds and 
preferred stock, the equity capital of a holding company can be a 
minor part of the total investment 

9 Compel itne gains There is increased efficiency throughout 
the entire industry resulting from the elimination of inter-company 
competition The more common expenses which are lessened over 
the industry as a whole will be the decreases in advertising overhead 
in general, inventories, duplicated equipment, etc As subsidiaries oi 
a single holding company^ several small concerns no longer compete , 
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anes are far removed from tbe parent organization. The officers lias 
acquire a degree of independence and autonomy not alwavs conducive 
to co-operative action- 

5. Decentralization crd inejpaerc) — Decentralization in tbe 
bolding companv, as contrasted with cenirabzanon in tbe merger or 
consolidation, does not ahvavs prove economical or efficient 

6 Difficult) of dissolution — Dissoluli on of one or mor of 
tbe subsidiaries is sometimes \rn difficult, especially if there are 
minontv interests to consider 

7 Manipulation— The creditors and min on tv stockholders of 
subsidian companies mas suffer on account of manipulation 2 nd 
‘upstream loans (loans made bv subsidiaries to the holding companv 
at times when the subsidiaries can il!-afford them) There mat be 
excessive dividend pavments bv subsidiaries to bolster the holding 
companj s cash income The creditors ma\ also lose bv the diversion 
of one subsidiary s business to another 

8 Disadvantages to consumers — The holding companv mav 
put the consumers to loss b> interference wnb local prices of products 
and bv diversion of the local subsidian s funds to other locaLlies and 
through loss of local management 

Abuses of holding company The holding companv form of 
combination is pcculiarl> susceptible to tbe introduction of abuses 
both m ns formation and operations Propexlv utilized the device 
is sound and economicallv and soaallv justified. But it has not 
been alwa>s so used. A few of the flagrant abuses are 

1 Disenfranc] isement — In order to control ext ensn e properties, 
the holding companies tend to raise capital bv means of bonds and 
preference shares, resulting in equitable distribution of voting power 
among security holders Thus persons with tbe greatest investment 
and practically the sole interest in the soundness of the subsidiary 
are depnved of a v oice in management 

2. ‘Fair neat her' capital structures — The unsoundness of top- 
heavy, over-capitalized, debt-burdened bolding companies and pro- 
ducing and operating companies male them unable to withstand 2 nv 
considerable change in earning abilities. As a result, defaults, 
reorganizations, and bankruptcies, with hraw losses to investors, 
often follow Sound capital structures are often sacrificed for the 
sole benefit of the holding companv 

3 Draining of assets end earmrgs — Bv the use of unjustified 
interest bearing loans to dependent companies, the bolding company 
sometimes procure income for itself cv en w hen the borrowing cornpam 
is in arrears of preference dividends. Or it can divert funds b' 
mter-companj transactions from one subsidian to another It can 
also overcharge for its specialized sen ices in engineering, finance, cx 
management. 

4 Manipulation of accounts — Bv manipulation of accounts, 
especially of depreciation and reserves, the bolding companies diS'eT 
income and asset figures and dram off funds through unwarranted 
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dividend payments The usual method employed is to “write-up” 
or inflate the assets of subsidiaries and sell securities on the basis of 
the “watered” values 

5 Concentration of economic power — The uneconomic combi- 
nation of unrelated properties under absentee controls and specula- 
tion in securities, often diminishes the nation’s productive facilities 
and results m huge public losses 

6 Evasion of government supervision and regulations — The 
holding companies become powerful instruments of evading govern- 
ment supervision and regulations 

7 Excessive rates to consumers — The financial practices and 
manipulations of holding companies have often prevented price or 
rate reductions to consumers 

8 Reduction of taxation — The holding company device is 
frequently used as a method of limiting taxes m countries like the 
USA where corporations are not fixed uniformly in all states The 
device is the maintenance of sickly subsidiaries, i e , the losses of the 
subsidiaries offsetting the profits of the parent concerns 

9 Dissipation of goodwill— In the creation of a great holding 
company through the absorption of numerous subsidiaries, the proper 
treatment of goodwill is extremely difficult If company A is acquired 
by B, it does not follow that A’s goodwill remains the same , it may 
increase, but it is more likely to decrease 

Leases The lease is also used as an alternative to other 
means of combining whole properties A lease contract is essentially 
an agreement under which the owner (landlord or lessor) transfers 
the possession of some or all of his property to the user (tenant or 
lessee) in return for the payment of rent Here the entire operating 
assets of one company are leased to another for a long period of 
time The lessor corporation becomes a mere shell, collecting the 
rental and distributing it to its creditors and owners Such long- 
term leases involving the entire assets of the lessor require the 
consent of its shareholders The lessee agrees to pay all operating 
expenses and taxes and a stipulated rental for the use of the 
properties The rental often consists of a sum sufficient to cover 
interest on any bonds of the lessor and a fixed return on its stock, to- 
gether with a sum sufficient to cover the running expenses of 
administering the dormant non-operating lessor corporation such as 
office expenses, corporation franchise taxes and the like 

A lease contract may be for a short period of one to five years 
or it may be for a very long period of 50 or 100 years (999 years is 
common among railroads) Jtrs an important device of affecting 
combination in the railroad industry of the U S A where in 1951 as 
much as 11% of the railroad mileage was owned by lessor companies 
Lease is seldom used by industrial companies to affect combinations, 
save for the occasional use by extractive and chain organizations 
III Outright Absorption 

The bringing of two or more companies into a 


common and 
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single organization may be accomplished cither by the enlargement 
of an existing concern or by the creation of a new corporation 
Under the first plan, one existing company expands its capitalization, 
obtains the outstanding securities of the other companies by giving 
its own in exchange, and then usually arranges for the dissolution of 
corporate identities of the merged companies Under the second 
arrangement, a new corporation is organized to take over all the 
individual concerns involved, after which the process of exchanging 
securities and the dissolution of the separate corporate entities are 
about the same as in other procedure Technically, the first method 
is known as a ‘merger and the second as a ‘consolidation’ 

Consolidation A complete union of two or more companies 
into one new company is called a consolidation The uniting 
corporations are voluntarily extinguished according to a plan 
approved by the shareholders and the new entity takes over all of 
their properties, liabilities, and non-dissenting shareholders remaining 
upon execution of the plan 

Merger When one or more corporations are fused into one 
already in existence, the result is called a merger Upon the agree- 
ment of merger becoming effective, after approval by the shareholders, 
the separate existence of the company acquired ceases and acquiring 
corporation succeeds to all rights and property of the corporation 
acquired and becomes subject to all of its debts, liabilities and 
duties 

In a merger there is usually the exchange shares or the stock 
After all the shares of the absorbed company are acquired, the latter 
is dissolved and the result is one larger acquiring company retaining 
its own identity 

In a consolidation, it is necessary to form a new corporation, 
to obtain a new charter , in a merger the combination takes life 
under the charter of the acquiring corporation It may or may not 
be essential, in a merger, to obtain an amendment of the charter of 
acquiring corporation, but it js not necessary lo obtain a new one 
In a merger the identity of at least one of the constituent corpo 
rations is retained In a consolidation a new identity is created 
As in the case of a merger, the basis of combination is usually an 
exchange of stock In the case of the merger, only the absorbed 
cosspersy (pr rone pantes) js ■dissolved oiler she exeftarge So She case 
of the consolidation all of the absorbed companies are dissolved 

Other forms of Combination 

In addition to the varieties of combination outlined above, 
certain special types are worthy of note These are not combinations 
m the same sense as those outlined above, but are combinations for 
special purposes only They are (1) Trade associations, (2) 
Voluntary chains, (3) Group buying associations, (4) Joint advertises, 
(5) Cooperatives, and (6) Export associations, etc 
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(5) legal considerations of domicile, control, etc , or any or 
all of "these The well known methods employed are three The) 
are (1) the Scientific method, (2) the Bargaining method, and (3) the 
Option method 

The Scientific method emphasizes the value of assets and earning 
power Tangible assets are usually paid for in preference shares ; 
excess earning power in ordinary shares The chief problems of this 
method lie in the appraisal of assets 

The valuation proceeds on the analogy that a constituent has 
two distinct things to contribute to a consolidation, namely, assets 
and earning power It entails (1) determining the capitalization of 
the consolidated company b> capitalizing earnings, and (2) distribut- 
ing the securities among constituent companies according to a 
formula for evaluation of assets and earning power 

When this plan is followed, the constituent companies simply 
decide that all tangible assets shall be paid for in preference shares 
at par and that the excess earning power shall be paid for in 
ordinary shares The excess earning power is usually called 
intangible assets or goodwill and is found bj subtracting from the 
capitalized earning power the amount of tangible assets If the 
tangible assets amount to Rs 1,00,000 and the net earnings to 
Rs 25,000 a >ear, and 10° o is considered a fair rate at which to 
capitalize the earnings, the capitalized earnings will be Rs 2,50,000 
and the excess capitalized earnings will be Rs 2,50,000 less the 
amount of tangible assets (Rs 1,00,000), or Rs 1,50,000 This 
company would, therefore, have Rs 1,00,000 of preference shares and 
Rs 1,50,000 ordinary shares 

It does not provide a hard and fast division of shares It 
simply implies a principle, namely, that some allowance will be 
made for tangible assets in preference shares and some allowance will 
be made for earning power m ordinary shares But what allowance 
shall be made in any given case is a matter for the parties to 
negotiate 

The Bargaining method emphasizes earning power and the esti 
mated savings of the proposed combination It is called the bargain- 
ing method because the amount to be allotted to each constituent 
company depends on the importance of the constituent’s assets and 
earnings, and because it allows wide powers of bargaining to the 
promoter 

In this method, the promoter estimates the total earnings after 
consolidation To the present actual earnings he adds the anticipat 
ed savings of consolidation The total is then capitalized at a fair 
rate He then negotiates with the various companies that a 
portion of the securities is left for him, as compensation for ms 
promotional services This method is also called the Morgan 
method after one of its most successful exponents 

Some authors 1 call this the negotiated exchange method since 

i F F Burt Cbett and C. M Hicks Corporation Finance, 19-tS, p 556 
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the basis of the exchange of shares is to be determined between the 
parties to the consolidation by elaborate negotiations The promoter 
oi the consolidation approaches the officers and directors of the 
corporations to be consolidated, and negotiates directly for the 
exchange of shares Brokers may represent one or both of the 
parties, or 'the sale of assets may be negotiated by an investment 
banker, an attorney, or a consultant representing either corporation 
The interested corporation furnishes the corporation proposing the 
merger with financial statements and other data necessary to work 
out the deal If the shares of the acquiring corporation and of the 
corporation to be absorbed have clearly established market price, it 
is easy to arrive at an equitable basis for effecting an exchange of 
securities But if the shares of the corporation that is to be absorbed 
are not bought and sold on a stock exchange or over the-counter, 
those who are negotiating the deal must determine the relative values 
of the shares of both corporations by bargaining and must arrive at 
4 basis for an exchange of shares that wilt meet with the shareholders* 
approval When an agreement is reached as to an equitable basis 
for the exchange of shares, a prospectus of the proposed exchange 
»s drawn up The plan is then submitted to the shareholders at a 
special meeting, and if approved by the officers, a few large share 
holders and some bankers, will generally be approved by the share- 
holders to implement the deal The success of the exchange method 
is conditioned by the attractiveness of the exchange ratio It is, 
therefore, not uncommon to make special provisions for non-assenting 
shares, l e , payment in cash at appraised values, or court procedure 
to secure their value 

The Option method is so called because by this plan the promoter 
first obtains from the constituents options to purchase their assets 
Since the promoter does not ordinarily possess sufficient cash to 
take up the options, he Chen generally forms a syndicate to furnish 
the same, and the holders of the properties arc offered securities of 
the acquiring company in lieu of cash Should they not accept 
such securities, the syndicate pays the cash and takes the securities 
The promoter carries great risks under this plan This method is 
also called the Flint plan because this was frequently and successfully 
used by Charles R Flint of the U S A 

Under this method, the approach may be either through shares 
or through assets If the shares are owned by a small number of 
holders, negotiations are carried on directly with these holders, 
individually or in a group If the shares arc widely distnbuled, the 
first move may be to secure a deposit of the shares with a 'consoli- 
dated committee" or a syndicate, which will negotiate the shares as 
a unit If the option to purchase is secured, further calculations 
may be made to determine if the option is worth anjlhmg and how 
the funds will be raised to exercise it The option device permits 
financing on the part of the acquiring corporation after the basis of 
consolidation is known If temporary borrowing has been used, 
refunding may be carried out directly the options arc exercised 
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This method does not require capital to be tied up m the consoli 
dation process for long 

Combinations in India 

Combinations in India have not assumed such large proportions 
as in Western countries In fact, combination movement is not a 
great problem in this country The reasons for the slow growth of 
the combination movement are many Firstly, industrially India is 
still backward With the exception of a few solitary cases, industries 
in India have not reached a stage when combinations are necessay 
Secondly, our industrial leaders have generally adopted an individual 
istic attitude in regard to combination Thirdly, the managine 
agency system has, in many cases, provided the economies of 
combination by means of group management of industrial units 
Till the passing of the Indian Companies Act, 1956, there were as 
many as 50 companies integrated under the managerial control of a 
single managing agency 1 These managing agents provided not only 
managerial integration, but also administrative and financial one 
The managing agency system, however, is fast declining as a result of 
the policy of gradual elimination adopted since 1956 or is being aboli- 
shed from certain fields of business and industry The country is also 
taking strides in the fields of industry, trade and business There is 
a move afoot to strengthen the industrial structure of the country 
through the elimination of uneconomic or marginal units and 
concerns of old established industries of the country There may, 
therefore, be need to accelerate the pace of combination movement 
m the country Some important examples of amalgamation in the 
insurance and banking are given here 

1 Ltfe Insurance Corporation of India — In the field of finance 
a very important amalgamation is the formation of state owned 
concern, the Life Insurance Corporation of India It came into 
existence on September 1, 1956 under the Life Insurance Corporation 
Act, 1956 The Corporation took over all the assets and liabilities 
appertaining to the controlled business of 245 insurance companies, 
including three State Insurance Departments Now, the L I C is a 
large organization with its offices spread over the entire length and 
breadth of the country 

2. Banking companies — A striking feature of the bankme 
system in India until recently was that it consisted of a large number 
of small banks, which, however, accounted for a very small part of the 
banking business in the country These banks operated mosth in 
the south, particularly in the States of Madras and Kerala Their 
activities were generally limited to one district and in view of their 


1 This managerial integration w-as at its zenith in 1950 when Messrs Andre^" 
Yule managed 50 companies MacLeod 40 companies Juggtlal KamJapsM^, 
Dataia 38 companies (T R Sfaarma and S D Singh Chauhan . A*®-** 
Indusines, 1966, pp 166 67) 
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limited resources they confined their business mostly to sm ill traders 
and individuals Many of these banks were uneconomic units whose 
working showed 'basic weaknesses such as low liquidity position 
over-capitalization, over-extended advances portfolio, large advances 
on clean basis, etc Since the enactment of the Banking Regulation 
Act, 1949 the Reserve Bank has been endeavouring to improve the 

methods of operation of such banks through periodical inspections 
and issue of directions Banks which could not improve their 
financial position and methods of operations in spite of repeated 
advice and guidance were closed down through refusal of licences 
Though 135 banks (of which 2 were scheduled banks) were closed m 
this way during the period since the commencement of the Banking 
Regulation Act till the end of I960, many sub-standard banks conti- 
nued to exist side by side with sound units 

Amalgamation or transfer of business of unsound units to 
other banks is recognized as one method of correcting weaknesses in 
the banking structure Till September 1960 the Banking Regulation 
Act, 1949 (Section 44A) had provided for the amalgamation of 
banks only on a voluntary basis , a banking company could also 
transfer its assets and liabilities to another banking company under 
Section 293 (1) (a) of the Companies Act Though the policy of 
the Reserve Bank was to encourage mergers, it could not play an 
active role m this regard as the initiative for such mergers had to 
come from banks themselves As a result such mergers were very 
few until 1960 The failure of two scheduled banks, viz , the Palai 
Central Bank and the Laxmi Bank in 1960, served to emphasize the 
need for arming the Reserve Bank with powers to bring about 
compulsory amalgamation or reconstruction of banks as an alternative 
to the lengthy and costly process of liquidation Accordingly, the 
Banking Regulation Act, 1949 was amended in September I960 The 
Banking Regulation (Second Amendment) Act, 1960 empowered the 
Reserve Bank to apply to the Central Government for the grant of 
moratorium to banks where circumstances necessitated such action 
Puringthe period of moratorium the Reserve Bank may framesenemes 
tor their compulsory amalgamation or reconstruction which on 
sanction by the Central Government would come into force on a 

specified date 


. . Under the provisions of the amended Act, the 188 b*nl» »hi nr 
M 936 offices were taken over by 53 banks between 1960-65 Of 
•he 187 Indian transferor banks (one was foreign transferor bark) 
16 were scheduled banks having 362 offices Merger by wav ct 
!? nsf « of assets and liabilities was the most common mstnM a a 
was adopted by as many as 111 banks as it involved 
legal formalities Although banks were not required to ofcj a: 
Permission of the Reserve Bank for transfers of assets and habiu «- 
™ey generally took the Reserve Bank’s advice in the ra-tu, 
merger. 



356 Elements of Corporation Finance 


Method of Merger 
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m2 im 1964 ms 
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Of 187 mergers of Indian banls. 20 merg-rs tool place tn the 
public sector ; 12 of these were mergers of the Si 2 te-assoa 2 .trd bmks 
merged ona^ oluntan basis under the State Banl of India Ad end 
Ibe Stale Bad of India (Subvidi 2 n Backs) An. With lie acgu«aiica 
of the Dewas Senior Bant b> the Slate Ban! of Indore on Marti 
20, 1965 the process of integration of minor State-associated bads 
with the State Bank of India and its sub'idianes was almost 
completed. 

There were 45 com pulson amalgamations brought short under 
Section 45 of the Banking Regulation Act. the larger number of 
cconpjlson amalgamations (30) bavinE taken place in 1951 In th- 
subsequent two s ears there were onli 2 compulsorv amalgamations, 
one in each year In 1964 there were as mam as nine amalgamation' 
on a compulsory ba'is while w 1965 there was a slowing derm m 
the pace of amalgamations and onlj four banks w ere amalgama- 
ted b> resorting to the provisions of Section 45 of the Banbmg 
Regulation Act. 

Modes of Amal g ama tion 

Tun nr more comparnet m enher of lie two 

ways (I) company A can sell its business and undmakmr to 
company B m consideration of shares to company B Company A 
then goes into liquidation and distributes the 'hares m compsm ” 
among 5 ! its shareholders 2nd the result of it all is that whereas th~e 
were preuousl\ two corporations, A and B, the corporation A -a* 
ntrw merged n corporation B Them is onl} one corpomtim 
camina on one undertaking with one set of shareholders. W 
Another way in which amalgamation is frequently done is j* 
thud company C is formed and both the companies A 2nd B 
their undntakmgs to compass C m con sid 'ration of shares in nn-er 
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taking C The shares jn A and B are then distributed amongst', the 
shareholders by means of liquidation and the companies A and B 
cease to exist As a result of the transaction, there is now a new 
corporation C in place of the former corporations A and B There is 
one set of shareholders instead of two sets of shareholders, and one 
undertaking instead of two undertakings 

There are five methods of amalgamation prescribed under the 
Indian Companies Act 

(1) By transfer of the undertaking of one company to another 
An agreement to sell the undertaking of one company to another is 
entered into between the two companies The scheme contained in 
the agreement is a form of compromise or arrangement The 
scheme needs the sanction of the court Accordingly an application 
is made to the court for its sanction If the court sanctions the 
scheme it is executed without formally taking the company into 
liquidation 

(2) By transfer of shares of one company to another In this 
case the transferee company prepares a scheme and offers it to the 
transferor company for the approval of the shareholders of the 
latter company Thus, there is a voluntary transfer of shares of 
one company to another and there is no necessity of compulsory 
approval to the court If the scheme is not an appealing one, it can 
be turned down by the shareholders 

(3) Amalgamation in public interest— It it is essential m the 
public interest that two Or more companies should amalgamate, the 
Central Government has the power to order amalgamation of those 
companies into a single unit by a notification in the Official Gazette 
with such constitution, such property powers, rights, interests, 
JUthorities and privileges, and with such liabilities, duties and 
obligations, as may be specified in the order 

(4) Under members’ \ oluntary winding up— A company which 
has already gone into liquidation can, by a special resolution confer 
rights on the liquidator to accept shares, policies or other like interests 
m the transferee company for distribution among the members of the 
transferor company, or enter into other arrangement whereby the 
members of the transferor company may participate m the profits of 
the transferee company 

(5) Under creditors' voluntary winding up — A company under 
creditors' voluntary winding up can also empower the liquidator to 
accept amalgamation but the liquidator must exercise his powers 
with the sanction cither of the court or of the Committee of Inspec- 
tion 

Procedure of Amalgamation 

A company is a legal entity , it is created by law , it carries on 
its affairs according to law throughout its life and ultimately it is 
effaced by law Since amalgamation involves ending the life of the 
transferor company, a resort to legal proceedings prescribed by law 
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is essential The amalgamation of any two or more companies 
under the Indian Companies Act is a part of the compromise or 
arrangement between a company and its members or its creditors 
For the purpose of any compromise or arrangement, the inters ention 
of the court is essential 1 If the court js approached by a company, 
its members or its creditors, the court supervises the compromise 
The court orders com enmg of meetings of the members or the 
creditors, as the case may be If a majority of three- fourths agrees 
to the scheme of compromise, the court has good ground to accord 
sanction of the scheme if it considers the scheme conducive to public 
interest and commercial morality A scheme which has been app- 
roved by the court is binding on the parties and can be implemented 
without difficulty 

A few examples of Amalgamation 

(l) The British India Corporation Ltd — The earliest and a 
very notable instance of amalgamation in India is that of the British 
India Corporation The Corporation was registered as a limited 
company on the 24th February 1920 with the specific object of 
combining and amalgamating, under one Board of Directors, the 
following businesses with effect from the 1st January 1920 . 

(i) Kanpur Woollen Mills Co , Ltd , Sole Manufacturers of 
the well known “Lalimh” brand of alJ-wooJ, pure wool materials, 
Kanpur (established 1876) 

(n) Cooper Allen &. Co Ltd., Proprietors of the largest 
Army Boot and Equipment Factory in the world, Kanpur (establish- 
ed 1881) 

(m) North-AVest Tannerv Co Ltd , Proprietors of the largest 
and most up to-date Tannery in the East, Kanpur (established 1881) 

(iv) New Egerton Woollen Mills Co Ltd , Sole Manufacturers 
of the celebrated “Dhanwal” Long Life Wool AS ear, Dhariwal, 
Punjab (established 1882) 

(\) Kanpur Cotton Mills Co Ltd, Sole Manufacturers of 
the unsurpassed ‘ Kakomi” Cotton Yarns and Fabrics, Kanpur 
(established 1882) 

(Vi) Empire Engineering Co Ltd , Cm 1, Mechanical, Motor 
and Constructional Engineers, Contractors and Builders, Kanpur 
(established 1894) 

For manv years, most of these concerns had been run as a 
group and co-ordination had been secured by an interlocking of 
capital, but in the interests of all concerned, the time was considered 
appropriate for giving greater security and permanence to the bonds 
of union To attain this, the companies then existing were wound 
up and there were issued to the shareholders of these compares, 
shares in the Bntish India Corporation Ltd , w proportion to the 


i Detail-d procedure is discussed in Chapter J S on ‘Reorganization and 
Reconstruction' 
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valuations of the respoctive ; mS.Tnd, as"o 

based on the pre \sar(ie 191 ) , of hieh class securities 

Investments, which were ' hen h “^ rVEt d values at 31st December, 

S^.^m=«-pan,eswerea.tha, 

time left undisturbed r ... r l( j — A very important 

(2) The Associated Associated Cement Companies 

case of amalgamation “ * h “‘ 0 ^3 eI amalgamate eleven cement 

Ltd It was formed in 1937 m dr voluntary liquidation 

manufacturing concerns which wen factories and fixed a 

Technical Experts “?“ h '° ndl „dual companies 

valuation for the properties . u y t h e Technical Experts, 

On the basis of the valna no was fixed by way 
an uniform rate per ton iof «■»“'«£, B u J a se consideration was 
or purchase consideration The tots 1 • manufacturing unds 

thereafter armed at However as me ot the same age the 

belonging to the Merging Companies „ the basis for comparison. 

was satisfied by the '“"'“/“ ^so provided working capi 
c«... Tim mr-reinc companies *> v „„„ t jprntion in propi 


total purchase consiocrauu * - / , slurcs and • rac ™““ . , for 

waSl satisfied by the issue ol > ul| y P nr0 vidcd working capital tor 
£« ThS merging compos .top '“Seration in proportion 
the ACC. by taking up snares to* 

to their manufacturing capacity , Cc ,t, Scales would have 

been 2SA 

fixed within which a certnm number submincd the A C C 
tituting whole shares. ' 

conversion into whole shares , lcd for distribution so as 

The abo\e procedure was . d P hareholders 0 f the m g g 
enable the ACC to bring ^ 
companies on its Register liquidation 

All the merging companies wenun* q ^ ^ , unique 

iti 11 SCO -SCO B A/erger—Thc bb Ltd and The Steel 

merge? ,s S of VTs me'ier -«£*- ','" b “S 

Corporation of Bengal LW ^ Com pmies Act, ou y 

well as the d ° e " lc \,n S ihe circumstances, reasons 

merging companies depic b 
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THE IRON AND STEEL COMPANIES AMALGAMATION 
ORDINANCE, I95Z 1 
No VIII of 1952 

An Ordinance to mal.e special protisian, in the interests of 
the general public and the Union , for the amalgamation of 
certain companies closely connected tcith each other in the 
manufacture and production of iron and steel, and for matters 
connected t/ieretrif/i or incidental thereto 

Whereas for the purpose of securing, in the interests of the 
general public and the Union, the efficient and economical expansion 
and working of the iron and steel industry m India, it is essential 
that the Steel Corporation of Bengal, Limited, and the Indian Iron 
and Steel Company, Limited, which are engaged in the manufacture 
and production of iron and steel, should be amalgamated ; 

And whereas to give effect to the scheme of the Central 
Government for the expansion of the iron and steel industry and to 
make available further resources for such expansion, it is necessary 
that the said companies should be amalgamated with as httle delaj 
as possible , 

And whereas the amalgamation of the said companies is also 
in pursuance of successive recommendations made by the Tariff 
Board and the Tariff Commission , 

And whereas Parliament is not in session and the President is 
satisfied that circumstances exist which render it necessary for him 
to take immediate action , 

Now, therefore, in exercise of the powers conferred by clause 
(1) of article 123 of the Constitution, the President is pleased to 
promulgate the following Ordinance 

1. Short title and commencement. (I) This ordinance may 
be called the Iron and Steel Companies Amaleamation Ordinance, 
1952 

(2) It shall come into force at once. 

2 Definitions In this Ordinance, unless the context other- 
wise requires, — 

(а) “appointed day" means the 1st day of January, 1953 ; 

(б) “the dissolved compan>” means the Steel Corporation of 
Bengal, Limited, formed and registered under the Indian Companies 
Act, 1913 (VII of 1913) ; 

(c) “the Iron and Steel Company" means the Indian Iron and 
Steel Company, Limited, formed and registered under the Indian 
Companies Act, 3913 (VJI of 1933) ; 

(d) “prescribed" means prescribed by rules made under this 
Ordinance. 

3. Amalgamation of certain companies engaged in the 
iron and steel industry. (1) As from the appointed da>, the undef- 


i Tbe ordinance was later on converted into an Act of Parliament- 
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shares in the Iron and Steel Company as arc equivalent in number 
and value to the preference shares held by him in the dissolved 
company immediately before the apppomted day, and 

(b) if he is the holder of ordinary shares, four ordinary shares 
for rupees ten each m the Iron and Steel Company for every five 
ordinary shares for rupees ten each held by him in the dissolved 
company immediately before the appointed day, being the relative 
values of the two shares as determined by the Tariff Commission 
established under the Tariff Commission Act, 1951 (L of 1951) 

(2) Notwithstanding anything contained in any other law for 
the time being in force, any report made by the Tariff Commission 
before the commencement of this Ordinance respecting the value of 
ordinary shares in the Iron and Steel Company in relation to the 
value of ordinary shares in the dissolved company shall be deemed 
to have been validly made and shall not be called in question in 
any court 

(3) Every shareholder in the dissolved company to whom a 
preference share has been allotted under this section shall be 
entitled— 

(i) to receive a fixed cumulative preferential dividend at the 
rate of five per cent per annum as from the 1st day of January, 1953, 
on the capital for the time being paid up or credited as having been 
fully paid-up thereon without deduction of Indian income tax paid 
by the company , 

(n) Subject to the provisions of clause (/), to rank for dividend 
equally with the holders of preference shares in the Iron and Steel 
Company immediately before the appointed day, and in priority to 
all other shareholders in that company , 

(in) to be repaid, in the winding up of the Iron and Steel 
Company, the amounts paid up or credited as having been fully 
paid up thereon, together with any arrears of dividends (whether 
earned or not), calculated to the date of repayment of capital, equally 
with the holders of preference shares in the Iron and Steel Company 
immediately before the appointed day, and in priority to all other 
shareholders in that company , 

(n) to exercise the same voting rights at general meetings of 
the Iron and Steel Company as are conferred on the holders of 
preference shares in that company immediately before the appointed 
day 

(4) The Iron and Steel Company shall cause a notice to be 
published m the Gazette of India and shall also send by post to 
every person whose name was entered immediatelv before the 
appointed day in the register of shareholders in the dissolved com- 
pany, a notice giving particulars of the terms hereinbefore set out 
as to the allotment of new shares and the disposal in the prescribed 
manner of fractional shares and an allotment letter for the new 
shares which shall also contain a statement of the fractional shares 
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by sub-section (2) of section 10 of the Indian Income-Tax Act, 1922 
(XI of 1922), which has been or could ha\e been computed In the 
dissolved company on the appointed day if this Ordinance had* not 
been promulgated 

10. J Payment of interim dividends to shareholders in the 
dissolved company If the profits of the dissoh ed c-ompanj warrant 
such a course, the directors of the dissolved company may, 2 t 2 ny 
time before the appointed day . declare the following dividends as 
being payable, — 

(а) to the holders of preference shares immediately before 
the appointed day. a dividend al the rate of 5 per cent per cnram on 
the amount paid-up without deduction of Indian moome-iax payable 
by the dissoh ed company for the period commencing on the 1st 
day of June. 1952, and ending with the 31«l day of December, 1952 : 

(б) to the holders of ordinary shares whose names appear on 
the register of the company on the date of such payment, an trierim 
dlMdmd not exceeding two and a half per cent on the amount paid- 
up or credited as basing been fully paid-up thereon without deduc- 
tion of Indian income-tax payable by the dissolved company for the 
penod commencing on the 1st day of January, 1952 and ending 
with the 31st day of December, 1952. 

11 Provisions respecting existing officers and other 
servants of the dissolved company . Evrn officer or other servant 
(including within that expression auditors but excluding therefrom 
directors, managing agents and London Committee Members) em- 
ployed immediately before the appointed day in the dissohed 
company shall, as from the appointed day, become an officer ox 
other servant, as the case may be, of the Iron and Steel Company 
and shall hold his office or service therein by the same tenure and 
upon the same terms and conditions and with "the same rights and 
privileges as to pension or gratuity 2 $ he would have held the same 
under the dissolved company if this Ordinance had not been pro- 
mulgated, and shall continue to do so unless and until he is duly 
removed from his employment in the Iron and Steel Company or 
until his terms and conditions of employment are duly altered by 
that Company. 

12. Position of directors of the dissolved company. Even 
director of the dissolv ed company holding office as such immediately 
before the appointed day shall become, as from the appointed day, 
a director of the Iron and Steel Company, in addition to the other 
directors of the Iron and Steel Company holding office as such 
before the appointed day, and shall, subject to the provisions of the 
articles of association of the Iron and Steel Company, hold his office 
and act in all respects as if he had been duly appointed under the 
said articles. 

13 Dissolution of the Steel Corporation of Bengal, 
Limited. As from the appointed day — 

(a) the Steel Corporation of Bengal, Limited, shall be dis- 
solved and thereafter no person shall mate, assert or tabe any claims. 
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demands or proceedings against the dissolved company or against a 
director or officer thereof in his capacity as such director or officer 
except in so far as may be necessary, for enforcing the provisions of 
this Ordinance , 

(A) the right of every shareholder to or in respect of any share 
in the dissolved company shall be extinguished, and thereafter no 
such shareholder shall make, assert or take any claims or demands 
or proceedings m respect of any such share except as provided in 
this Ordinance 

14 Poirer to make rules for facilitating amalgamation 
The Central Government may, by notification in the Official Gazette, 
make such incidental, consequential or supplementary provisions as 
in its opinion are necessary for fully and effectually carrying out the 
purposes of this Ordinance, and without prejudice to the generality 
of such power, provision ^nay be made in such rules— 

(a) for the allotting or appropriation by the Iron and Steel 
Company of any shares, debentures, policies or other like interests 
tit that company which are to be allotted or appropriated under 
this Ordinance by that company to or from any person , 

(b) for the disposal of shares in the dissolved company which 
do not represent one fully paid up share in the Iron and Steel Com* 
pany under clause (b) of sub-section (1) of section 7, whether by the 
surrender to the Iron and Steel Company of the fractional certificates 
relating thereto with other fractional certificates so as to represent 
m all one fully paid-up share, or, at the option of the shareholder, 
by the surrender of the fractional certificates to the Iron and Steel 
Company for sale by the company on his account , 

(c) for fixing the period within which any action required to 
be taken under this Ordinance may be taken , 

(d) for the alternation, notwithstanding anything to the con 
trary contained in the Indian Companies Act, 1913 (VII of 1913), 
of the memorandum or articles of association of the Iron and Steel 
Company for the purpose of increasing the capital of the company 
or the borrowing powers of the directors thereof or for the purpose 
of securing the representation of the Central Got ernment on the 
Board of Directors of the company or for any other purpose , 

(e) for requiring any person concerned with the keeping of 
the register of the holders af any shares, securities or investments 
now transferred to and vesting in the Iron and Steel Company to 
forthwith register the name of the Iron and Steel Company therein, 
and to issue to the Iron and Steel Company the appropriate docu- 
ments of title relating to the shares, securities or investments trans- 
ferred to and vesting in it 

RAJENDRA PRASAD, 

President 

K. V. K. SUNDARAM, 

Secy, to the Gotf. of Jmha. 
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REPORT ON THE FAIR RATIO BET\\ EEN THE ORDINARY SHARES 
OF THE STEEL CORPORATION OF BENGAL LTD , AND THE 
INDIAN IRON A. STEEL CO LTD 

1 Origin of the case. In the two Reports submitted bv the 
Tariff Board in 1949 and 1951 on the fair retention prices of steel 
produced b\ the Steel Corporation of Bengal Ltd the Board had 
recommended the merger of the Steel Corporation of Bengal Ltd , 
and the Indian Iron and Steel Co Ltd The Tariff Commission in 
its Report in 1952 on the fair retention prices of steel produced b\ 
SCOB stated that the merger besides improving the economic 
position of both the plants wdJ help the expansion of iron and steel 
capacity in the countr> and that it was in the national interest that 
the merger should take place The Commission therefore, recom 
mended that the companies should make a determined effort to 
bring about the amalgamation of the two plants as earl) as possible 

2 Reference to the Commission In their letter No SC 
(A) 2(89) 52 dated lath October 1952 the Government of India in 
the Ministry of Commerce and Industry accepted the Commission s 
recommendation in regard to the merger of SCOB and I1SCO and 
agreed that the merger should be brought about with the least 
possible delav Go\ eminent also stated that the> h 2 d reason to 
beliese that without direct Government intervention the merger 
might be considerably dela>ed and that, therefore, the) proposed to 
intervene in a suitable manner and desired to be advised on the 
fair ratio betw een the ordinary shares of SCOB and IISCO Thev 
requested the Tariff Commission to examine with due retard to all 
relevant factors what would be a fair ratio between the ordinary 
shares of SCOB and IISCO and to make their recommendation' 
It was al>o suggested that the examination be made confidentially 
and the •'ecommendations submitted before 24th October, 1952 

3 feature of inquiry The question or fixing a fair ratio 
between the ordinary shares of SCOB and IISCO which has been 
referred to the Commission for examination and report is of a 
different character from that of claims of industries to protection or 
assistance or of prices usually referred b% Government to the 
Commission It was not therefore, possible for the Commission to 
adopt the established procedure of co/I-cting data from the parties 
concerned and of holding discussions with them before formulating 
vts concluswras and tecommea'daSyons 

4 Method of examination After a preliminary discussion 
of the various aspects of the question of fixation of a fair ratio 
between the ordinary shares of SCOB and IISCO, Mr N Knshan3n, 
Cost Accounts Officer, was deputed to Calcutta to coll'd the 
necessary data. The material collected bv him at Calcutta has been 
embodied m the note submitted bv him to the Commission. 

5 Capital structure of the companies (a) Paid-up 
Capital — The paid up capital of the Indian Iron and Steel Co Ltd. 
and the Steel Corporation of Bengal Ltd , as on 31st March, 1952 
and 31st December, 1951 respective!) was as under 
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nsco 

1 50 000 5% cumulative preference shares of ^ j 50 00 000 
’ Rs. 100/- each 

2,552,596 ordinary shares ot Rs 2 , 55, 25,960 

Rs 10/ each 


Total Rs 4,05.25,960 


SCOB 

119 954 5% cumulative preference shares of 
’ Rs 100/- each 
3 288,890 ordinary shares oi 
Rs 10/- each 


Rs 1,19,95,400 
Rs 3,28,88,900 
Total R* 4 . 4S 84 ' 300 

The 5% cumulative ™ 

Therc^were^no^outsmndmg debentures for SCOB on 31st Dccem e , 

1951 [bl Righ’s «t lhe cumuh,n l /’v’^SSeucSareholders of 
rights ami privileges ot . 5% tat tree eomulative- (u) °'i 

S3*I &2G2S&S 

cipation m the ^ at general mectl "fi "eSencl dividends 

ista. s-A . -yj • e*2E3 , « «. ■»* *«*»“ 

(c) Ordinary shares and h 

of HSCO and SCOB are d.stnbu ordinary shares 

SCOB 

IISC ° 2,46,140 

3,09,303 

Banks , „„ 12,20,930 

Insurance and Investment 3,06,583 18,21,820 

Companies 19,36,713 

Individuals 


Total 25,52,596 

Number of Shareholders 


32,88,890 

4,837 
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The number of ordinal} shares held outside India is 3,31.844 m 
the case of 1ISCO and 1,80,594 for SCOB 

(d) Office and associate shareholders — Out of 19,36,710 shares 
of 1ISCO shown above under the head of individuals, 58,889 shares 


are held as under 

Number of shores 

(a) Directors and their familv 

members, staff and associates 31,448 

(b) Martin Bum Ltd 27,441 

Total 58 889 

The position in regard to SCOB is as under 

Number of shares 

(a) Directors and their Tamil) 

members staff and associates 33,580 

(b) Martin Burn Ltd 1,00,032 

(c) Indian Iron <5. Steel Co Ltd 11,00,000 

Total 12,35,612 


6 Approach to the problem Our examination of this 
question has entailed a review of the financial position and prospects 
of the two companies from several angles Much of the material 
used b> us is contained in the Reports of the Tariff Board and the 
Tariff Commission on the prices of pig iron and steel and the 
confidential enclosures to those Reports Further data are given 
in the note of the Cost Accounts Officer referred to in paragraph 4 
Consequent!), it is unnecessary in this Report to discuss our findings 
on the several factors which might be taken into account in deter- 
mining a ratio between the ordinary shares of the two companies 
We consider it sufficient for the purpose of this Report to discuss 
the relative values of the ordinary shares of the two companies from 
two mam angles, name!), the earnings of the two companies and the 
market prices of the two shares We have also considered whether 
a comparison oT the equity value of the ordinal}' shares of SCOB 
and IISCO can afford a reasonable basis for determining the relative 
value of these shares We are of the view that equit) value is 
not a correct measure of the worth of a going concern which 
perm snly depends art the earning capacity of the concern There ts 
no question in this case of the winding up either of the two 
companies and selling its assets in the open market for what the) 
might fetch The two companies are to be merged as going concerns 
and hence the profit earning capacity of each, which depends upon 
the prospects of its business as a whole, has a more decisive bearing 
on the relative value of its shares than, sa), the estimated replace- 
ment value of the assets We, therefore, do not propose to take 
into account the equit) value of the ordinary shares of the two 
companies for arriving at a fair ratio between their ordinar) shares 

7 Farnmg * of the It co companies The gross profits of 
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Net profit „„„ 

callable for /o-agc 
ordinary 

shareholders 

Rs. in lakhs 


1950-51 10 IQS1-5Z rTT 

per cent m the ease of of t t 83 get « u$c0 rcspC c- 

11SCO This indicates a . rcbo idcrs of SCOD a i a biscd cn pas t 
received by the ordins y I bo wcvcr. that : ‘ tbc present or 

lively We do notth correC t index ofetttwr Thfi profits 
performance would provide o f|hc two c0 ™ p ‘ cd b y variations 
the prospective earning J thc st were aflcctc y dvcntltl ous 

“LZScSJ JK'St.SS 


ininw raimiifr* - , mcrnci the iut l 

future in the absence ot 1 j^hs and this i2 q hV. 

SCOB in 1951 was Rs 1J 1 ” bccn aW.% of R* 

1945 The profit wouWhJ ^ t0 refund a a * SJC , l0 ns with the 
company had not been • on aCCO unt j ,f it had n 

Ukhs to Government m 1951^' l94 6 to l94 ^JJ w ,„g for dcp«* 

Equahzat ion Fund from M" u 2 4 l l«U» j t , ic dividend on 

received thc E.P.T. refund ot K Uc ement _ and dl , tnbut ,on to 

ciation, taxation, «P" r ! ct amount available tor 
preference shares, th 
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ordinary shareholders mav be estimated at about Rs 30 lakhs This 
amount spread ov er SCOB’s ordraarv share capital of Rs 328 9 lakhs 
would indicate a dividend of Rs 9 12 per cent In the case of 
1 1 SCO, the gross profits earned in 1951-52 were Rs 144 95 lakhs 
which v.as the highest amount since 1941-42 and w’as due to the 
record production of pig iron amounting to 493 000 tons Production 
of pig iron, however, normally shows a decline in each successive >ear 
after the rehning of blast furnaces Allowance has also to be made 
for a decrease m IISCO s profits due to the fact that I1SCO will 
probably have to deliver larger quantities of hot metal to SCOB in 
future and its sales of pig tron to outside parties, which are more 
remunerative, wall consequently decline The rate for hot metal 
fixed under the IISCO-SCOB agreement is much lower than the 
rate at which IISCO is able to sell its pig iron to outside 
parties After allowing for these two factors and after providing for 
depreciation, rehabilitation of the kulti plant, other expenditure of 
similar nature, the estimated tax liability and the dividend on 
preference shares, the net amount available for distribution to 
llSCO's ordinary shareholders mav be estimated at Rs 30 lakhs 
This spread over IISCO s ordinary share capital of Rs 255 26 lakhs 
would indicate a dividend of Rs 11 75 per cent It mav be observed 
that the percentage dividends so worked out should not be taken as 
dividends which, in our view, the ordinarv shareholders of the two 
companies would be entitled to, or could be expected to, receive in 
the absence of the merger The actual dividends would obviouslv 
depend on the financial position of the two companies and the 
policies of the Board of Directors at the time when the dividends 
are declared The abov e percentages are only intended to provide 
an indication of the prospective earning capantv of the two 
companies On the basis of the above estimates of the profits likely 
to be available for distribution to ordinary shareholders of IISCO and 
SCOB, the ratio between the ordinary shares of these two companies 
works out to I I 288 or roughly 4 5 

S .Marker prices of shares The market prices of ordinarv 
shares reflect the current expectations regarding the financial position 
of tbe companies concerned Annexure III gives the highest and the 
lowest quotations for the ordinary shares of IISCO and SCOB on 
the Calcutta Stock Exchange m each year from 1942 to 1951 and m 
each month from January to September 1952. Over thepenod 
1942-51, the average of the highest quotations was Rs 43 66 for 
IISCO and Rs 35 70 for SCOB, indicating a ratio of 1 12- For the 
same period, the average of the lowest quotations was Rs 29’97 for 
IISCO and Rs 22 64 for SCOB, indicating a ratio of 1 13 Since, 
however, the market quotations during this period were influenced 
by certain factors which no longer operate, we consider it more 
appropriate to take the quotations for the last nine months The 
average of the highest quotations during the latter period was 2654 
for IISCO and 20 53 for SCOB and the average of the lowest 
quotations was 23 56 for IISCO and 18 32 for SCOB The ratio 
between the average highest quotations for IISCO and SCOB works 
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out to 1 • 1*3 and the same is the case with the average lowest 
quotations or the two companies According to market valuation 
during the last nine months, therefore the ratio between the ordinary 
shares of IISCO and SCOB was 4 5 2 

9 Recommendation On a careful consideration of what is 
set out m paragraphs 5 to 8 above, and having regard to all other 
relevant factors, we have come to the conclusion that a ratio of 4 5 
would be a fair ratio between the ordinary shares of IISCO and 
SCOB and we, therefore, recommend it 

sd/ D K. Malhotra, sd /- M D Bhatt, 

Secretary, Chairman 

23rd Oct., 1952 sd/- B V Narayanasnamy, 

Member 

sd/ B N Adarkar, 

Member 

sd/- B N Das Gupta, 
Member 
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Corporate Reorganization and 
Reconstruction 


Reorganization and reconstruction of companies relate to 
giving new life and \igour to companies in difficulties Like indivi 
duals companies also hav e to Face difficulties or pass through periods 
of adversity The path to business success is not an easy one , and 
as such failures of business firms are not uncommon 

Over a thousand new companies are registered every year in 
India and a little less than a thousand are liquidated There are 
certain years when there are more failures than formations 1 The 
continued annual entrance and exit of thousands of businesses 
keeps the nation’s economic structure in a state of dynamic flux 
It leads to unemployment of a large number of workers, makes for 
technological inefficiency in labour and increases the uncertamtv of 
a job for a large proportion of the labouring population Purchasers 
of durable goods find the service life of their purchase reduced 
because of reduced repairing facilities , resale values, if desired, are 
greatly reduced , liquidity is considerably lowered 

Definition of failure — In its broad sense, failure is the opposite 
of success In the business world, however, the term is generally 
used for a certain degree of lack of success We may sav that a 
business is not successful when it fails to earn a profit, but we do 
not use the term ‘failure’ until conditions become such that manage 
ment cannot or will not pay debts when due or decides to close its 
doors When such conditions are encountered, the business is a 


From 1956-57 lo 1961 62, 
each year as shown delov. 

more companies 

ceased work than those 1 

Year Cos formed 

Cos ceased tcort 

1956-57 

848 

1 135 

1957 58 

961 

2 070 

1958-59 

1095 

1,993 

1959-60 

1,452 

2.004 

1960-61 

1.683 

2 482 

1961 62 

1,614 

2 841 
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failure Since creditors may voluntarily waive claims when due, 
some persons wisely reserve the use of the term ‘failure' to the 
time of official declaration of bankruptcy One should, however, 
bear in mind that a business may operate for a considerable period 
under conditions associated with failure it may incur a loss conti 
nuously and be on the verge of failure The sale of a business as a 
going concern, even at a substantial loss, does not constitutes 
business failure, unless there were bankruptcy proceedings involved 
Financial difficulties of corporations — Just as there are many 
financial disabilities which an individual has to face, so also are 
those of the corporations From the accounting standpoint the 
financial ailments of corporations may be viewed as to the money 
value relations between assets and liabilities Four stages of failing 
conditions are recognized 1 (1) Financial embarrassment arises when 
the cash and revenues, including current borrowings, are just barely 
able to meet the company’s disbursement aquirements It is a slight 
degree of illness which, if not remedied, will lead to the more 
serious disease of insolvency (2) Financial insolvency is but a step 
removed from financial embarrassment In this condition the corpo 
ration is unable to meet immediately maturing liabilities either 
because of their size or because of the sudden depletion of the cash 
fund and exhaustion of credit lines (3) Total insolvency the third 
degree of financial debility, means that there is an excess of total debts 
over total assets It may, and frequently does, happen that the 
company has sufficient funds to meet current requirements (4) Con- 
firmed insolvency or legally determined insolvency is a condition in 
which court authority has determined that total insolvency actually 
exists 

Causes of Failure 

Failures have been attributed to many causes The causes 
may broadly be divided into three classes (1) External, (2) Internal, 
and (3) Technical 

I External causes are those which management cannot reason- 
ably be expected to foresee , even a prudent man cannot be clair- 
voyant They include 

(i) Excessive competition 

(») Change in demand for the product of the company 
(iu) Acts of God Earthquakes, 

A tidal wave 
A hurncene. 

Fire, 

Windstorm, 

Flood, 

Explosion, etc 


F 1 Suflchel! and C M Hicks Corporation Finance, 1948, pp 618 19 
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(iv) Government acts New tax legislation, 

Tariff revisions. 

Legislation, 

Price controls. 

Labour controls. 

Material controls. 

Court decisions, etc 

(v) Adverse acts of labour or other organizations 

(vi) Business cycles (prosperity, decline, depression, recovery) 

2 Internal causes— Causes of failure in this class are generally 
attributed to incompetent management Some of these, however, 
may be attributed to the incompetence of the original promoter or 
the entrepreneur Important ones are 

Managerial incompetence (lack of judgment, consideration, tact 
or general ability) 

(a) Excessive operating expenses, 

(b) Inadequate revenues, 

(c) Over-capitalization, 

(d) Excessive floating debt, 

(e) Inadequate maintenance of properties, 

(f) Unwise dividend policy, 

(g) Fraud, 

(h) Personal extravagance, 

(t) Speculation outside legitimate business 

3 Technical causes— Although a business failure is a financial 
failure, non-financial causes can bring it about A business unit is 
first of all a producing unit Its financial record is the result of 
public regard for its wares and the efficiency with w'hich^t employs 
the factors of production ir its product is defective, or its workers 
incompetent, or its departments disorganized, it can fail as surely 
as if its capital structure were top-heavy These technical causes 
of failure have to do with operations, with industrial engineering, and 
are technological rather than economic or financial m character 

In a manufacturing concern, several important aspects of a 
company’s operations lie within the province of the engineer, as they 
may also he in transportation, communications, and the production 
and distribution of power Logically, it is the duty of the original 
promoter to survey the technical aspects of the projected enterprise, 
and subsequently it is up to management to make its decisions 
wisely and correctly. It is an old truism that a project can be an 
engineering success, but an economic failure , the reverse is also true 
A project may have every prospect of becoming an economic success, 
but the prospect will fade away if it is not also an engineering 
success Promoters are prone to minimize purely physical factors 
the plant site, type of building, the kind of floors, spacing of columns, 
stairways and elevators; the roof, walls, partitions, doors and 
windows , heating, ventilation, and lighting ; and the kind of power 
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Mistakes in the form of obsolete machinery improper plant layout 
or defective product design cannot be left uncorrected for long in an 
age of rapidly developing technology 

It is not easy to isolate with exactness the causes of failure in 
any individual case A senes of contributing circumstances may be 
responsible for a single event of failure An American authority 
has divided the various causes of failure into two broad classes 
(1) fundamental and (2) apparent Their relative importance is 
shown in the following table 1 

Causes of Business Failures in the V S , 19S5 


Fundamental causes 

% 

Apparent causes 

% 


, 

f Inadequate sales 

46 7 

Inexperience and 


, Competitive weakness 

21 4 

incompetence 

91 3 1 

i Receivable difficulties 

98 

t 

Excessive fixed assets 



1 

^Inventory difficulties 

83 



Heavy operating expenses 7 I 



Poor location 



( 

.Other 

43 


| 

Poor health 

26 

Neglect 

48 i 

i Bad habits 

1 Marital difficulties 

1 2 
05 


I Other 

f Irregular disposal of assets 
) False financial statement 

Fraud 2 1 i Premediated overbuy 

| Misleading name 
I Other 
[Fire 
1 Burglary 

n , . j Flood 

Disaslcr 1 4 "j Employees fraud 

I Strike 
[Other 

Because some failures are aftn 

Reason unknown 0 4 bultd >° » ° f r app h " 

rent causes the total ot inis 

Total . 100 column exceeds the total of the 

column on the left 

Importance of human dement m bmlness failure-Tht ; above 
table indicates the importance of the humann element 
failure It also shows how failure is dependent primarily upon the 
degree of competence and experience of management 

Modem Corporation Finance 1957, 
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conducted for an earlier period in the U S showed that over 40% 
of the failures was primarily attributed to incompetence and another 
40% to the lack of management experience Although incompetent 
management is the most important single cause of business failure, 
there are other deteriorating influences shrinking markets, prolong- 
ed labour strikes, and various external events mentioned above 

Methods of detecting failure tendencies Trends toward failure 
may be detected by an analysis of data coming from within the 
business itself, or from outside sources Technically, the former is 
called the internal method, and the latter the external method 
Outside sources include trade reports and statistics and economic 
indicators published by the Central or State Governments and by 
private organizations An analysis of the financial statements over a 
period of years has revealed the following failure tendencies 

(1) Insufficient working capital 

(2) Weak cash position 

(3) Over-investment in receivables 

(4) Over-investment in inventories 

(5) Excessive or overvalued fixed assets 

(6) Excessive bank loans and current liabilities 

(7) Burdensome funded debt and fixed liabilities 

* (8) Over-capitalization 

Additional failure tendencies are 

(1) Declining sales 

(2) Increasing costs and expenses such as labour, cost of 
goods sold, overhead, etc 

(3) Excessive selling and administration expenses 

(4) Burdensome interest or other fixed charges 

(5) Excessive dividends or withdrawals 

(6) Declining net profits and a lower rate of return on 
invested capital 

This analysis of the causes of failure is by no means exhaustive , 
it simply furnishes a starting point, and a careful analyst will soon 
find other internal as well as external relationships of further 
significance 

Results of Failure 

Whatever the causes of weakness, when financial collapse is 
imminent, a choice must be made among these courses of acticfli 

1 Complete or nearly complete recovery 

2 Dissolution On the part of most managements, this is 
the least desirable 

3 Reconstruction and reorganization, 1 e , reconstruction of 
the corporate structure and the rehabilitation of its 
financial programme, and reorganization of the concern 
and the subsequent transfer of its assets to a new concern 
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Reorganization and Reconstruction in India 

The Indian Companies Act 1956 makes, in sections 390-396, a 
provision for giving new life and vigour to companies in difficulties 
Hie provision is a source of strength to weaker companies which 
have been passing through adverse times and are almost on the 
verge of liquidation It is an alternate to winding up The hw 
permits four different ways of overcoming the difficulties (t) 
Arrangement or compromise, (2) Reorganization, (3) Reconstruction, 
and (4) Amalgamation We have already discussed the procedure, 
methods, etc , of amalgamation in a previous chapter Here it is 
proposed to discuss the meaning, objects and procedure, etc , of the 
other three methods 

t Arrangement or Compromise 

When companies overburdened with accumulated debts and 
liabilities wish to carry on their business profitably, they decide to 
relieve themselves of the burden due to creditors or debentureholders 
or even the shareholders This relieving of the burden or the 
settling of the dispute, if any is done through what is termed as an 
“Arrangement or Compromise with the creditors or the members 
A compromise is the settlement of a matter at issue between the 
company and its creditors or members or any class of members It 
is an easy method of terminating a controversy by making mutual 
concessions, as distinguished from adjudication on the basis of exact 
ascertainment of the opposing rights In a compromise, the parties 
agree to try it out but to settle it between themselves by a give-and- 
take arrangement It is essential for the purpose of compromise 
that each party thereto should be empowered to make the necessary 
concessions A company has the same right to compromise claims 
brought against it as individual persons have A reasonable 
compromise must be one which can, by reasonable people conversant 
With the subject, be regarded as beneficial to those who are mak- 
ing it 

In addition to compromise, an arrangement includes a reorgani- 
zation of the share capital of the company by consolidation of 
shares of different classees or by division of shares or by both the 
methods 

A company, if it is not running its business profitably, may 
make arrangements or compromises with its debentureholders to 
forego their interests on debentures for a certain period or to 
accept a lower rate of interest on their debentures Debentures, 
which are redeemable, may be made irredeemable It can also 
request its creditors to accept shares or debentures in satisfaction of 
their debts The preference shares may be converted after consulta- 
tion with their holders into equity shares or if they carry a higher 
rate of dividend, it may be lowered All such agreements with 
creditors or members are compromises or arrangements The old 
contracts are to be negatived or modified as soon as the compromise 
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or arrangement is made Thu*, a new contract comes into force 
and replaces the old one which was not conducive to the welfare of 
the company 

A company or its shareholders or an\ class of shareholders or 
its creditors or any class of creditors can make a move for such a 
compromise or arrangement under the prov tsions of the Companies 
Act. An application mav be made to the High Court bv am of 
the parties mentioned above The court ma\ order meetings of 
creditors or class of creditors or members or class of members to be 
called, held and conducted m such manner as it directs The majority 
of three-fourths ha\ me agreed to the proposed compromise or 
arrangement and the courts sanction hating been obtained, the 
scheme of compromise or arrangement becomes binding on the 
parties concerned 

The chief advantages of a scheme or arrangement are that a 
majority of creditors may bind the mmoritv, by accepting debenture* 
or shares in lieu of cash or foregoing arrears of interest , that a 
majontj of shareholders of a class ma\ bind the mmoritv without 
the necessity for purchasing the interests of dissentient*, 2 nd that 
(unless as part of the scheme a new company is formed to purchase 
the undertaking) the expense of registration and the *t 2 mp duty on 
the transfer of assets is avoided. 

In thiscountn, particulars m West Bengal, on account of 
economic distress, a large number of loan companies which took 
deposits of monev on condition to repay at a nonce of a week, six 
months, a year, or at roost two or three years, and having no 
corresponding liquid asset*, has been unable to meet the demands 
of the depositors They have largelv taken advantage of this 
provision of law Most of them having adequate securities in 
landed properties, hope to repav the depositors’ money if thev can 
get sufficient time For this purpose a scheme is prepared for 
sanction at a depositors’ and creditors’ meeting under which thev 
agree not to demand their dues (whether under judgment or cot) for 
a certain number of years in which tune the companv undertakes to 
pay them gradually and rateably as the company's dues from its 
debtors are realized. As regards management, m the meantime, 
majority of the directors are elected, under the scheme, bv the 
depositors and creditors and the directors again select the manamng 
directors and other esfeatti > e authorities of the comport sod control 
them m the matter of realization and distribution of the monev 
realized The depositors and other creditors readily assent to the 
scheme as they have found by experience that thev mav get more in 
this wav than by a compul*or\ liquidation, which 1 * troublesome 
and expensive 

In this wav, within the time allowed m the scheme, the assets 
of the companv must be realized and distributed , but on the expi- 
ration of the lime, or on the failure of the companv to pav instal- 
ments provided in ihe scheme, the creditors wih be at liberrv to 
take whatever action they choose 
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In England, the commonest form of the scheme of arrange- 
ment and compromise is that a company is to be formed, that the 
debcntureholders of the existing company shall take in exchange 
debentures or preference shares of the new company and the un- 
secured creditors shall take a composition of so much in the pound 
payable partly in cash and partly in shares or debentures in the new 
company and that shareholders receive only partly paid-up shares 
in the new company 

2 It c organ Isa it on 


Reorganization is the first practical alternative to give a 
company a fair chance to solve its financial embarrassments and 
avoid the penalty of liquidation It is the process of tearing down 
the old structure and using the materials in a new and stronger 
structure It is not merely a senes of compromises and forced 
sacrifices imposed upon shareholders and debcntureholders , it is 
rearrangement of the company s liabilities If worked out on ideal 
lines, a reorganization may be described as a new financial plan 
which replaces the old plan which has proved faulty 

Objects — Sometimes companies, even though they my be 
earning profits, are not in a capacity to pay dividends on their 
share capital or to meet their obligations and liabilities without some 
alteration of their capital structure In case the company is over- 
capitalized and it has incurred heavy debts on which interest is due, 
it cannot survive save in running loss So to avoid liquidation and 
in order to stave otT creditors by continuing lo pay their interest, 
the company has to deplete its cash resources and make an arrange- 
ment either with its shareholders to alter or revise their rights and 
privileges or with Us creditors and debcntureholders in respect of 
their loans or privileges attached thereto Thus reorganization is 
brought about in respect of company s owned (internal) or borrowed 
(external) capital This is done to achieve the following objects 

(1) To simplify the capital structure with a view to raising 
further capital , 

(il) To reduce fixed charges , 


(m) To ehmindte past losses , 

(iv) To take care of accumulated preference dividends , 

(v) To pay or provide or create fund for pressing obligations , 

(vi) To safeguard future benefits by sacrificing temporarily 
for the common good In the scheme of reorganization 
some of the classes of shareholders and creditors make 
some sacrifice for the common good but the stream of 
ensuing profits is thus kept fiowmg by removing the 
obstruction— a cause of continuous loss 

A company may cmbarl. upon ihc schemes or icorganuution 
independently or such schemes may be part of Ihc plan or recon- 
siruction or omalgunation ot companies Reorganization docs i not 
lead to winding up or Ihc company il continues its separate esis- 
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tence with necessary rearrangement of its capital structure involving 
some sacrifice and v anation in the rights of members or creditors 

3 Reconstruction 

The term ‘Reconstruction is not of anv legal significance, but 
is widely used in corporation finance It means the formation of a 
new company to take over the assets of the old one with the idea 
that substantially the same business shall be carried on by the same 
persons It is not essential that a new companv should be formed 
to take over the old one, but even an existing companv earning on 
the same tvpe of business may come to its rescue The companv 
which has almost exhausted all its financial resources mav be wound 
up or dissolved by an order of the court Generally companies which 
are not successful m earning on their business in their infanev or 
at the outset and incur heavy losses resort to the scheme of recon 
struction keeping in view a bright future for their business and in 
order to presene their existence in an altered form, and arrance wuh 
either other similar existing companies or get floated other companies 
to take over their business The directors and the members of such 
an old company who are reallv interested in its future development 
become the members of the new companv which has its own new 
constitution (Memorandum and Articles) and form Sometimes the 
members of the old companv have to accept parth paid shares in 
the new company in exchange for their fullv paid shares in the old 
one Thus, the new companv is able to make up the loss of the 
old one and raise fresh additional share capital The new companv 
takes over all the assets and Labilities of the old companv It can 
also have the same or similar name 

Objects — The chief objects of a reorganization scheme are 
(i) Carry mg on business more profitably bv widening the 
range of its activities and making a necessary change in the Memo- 
randum of Association. 

(u) Acquiring additional -norking capital to run lb: business 
by issuing partly paid-up shares in exchange for fullv paid up shares 
and calling the balance in future 

(in) Avoiding evils of over-capitalization or writing off the 
Jost capitaL 

flVj Changmc the place oT "business of the company 

(v) Reorgamzmc or rearranging the capital. 

(vi) Making a change in the nehts of shareholders 
(v 11 ) Effecting a scheme of compromise w ith creditors and to 
convert their claims into shares or debentures of the companv b®mg 
formed 

Modes of Reconstruction There are two methods applicable 
to reconstruction schemes 

(i) By sale under the Memorandum, followed bv winding up 
(u) By sale and transfer of assets 
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(0 By sale followed by winding up — Where a company wishes 
to extend its activities, involving a change in the objects clause of 
its Memorandum not permissible by law, a new company could be 
formed having the desired objects The old company could transfer 
or sell its undertaking to the new company, the shares in the new 
company being issued to existing members of the old company 
Thereafter the old company resolves to go into voluntary liqui- 
dation 

(n) By sale and transfer of assets — The Jaw empowers a 
company which is being wound up altogether voluntarily (called 
transferor company) for the purpose of transferring the whole or 
any part of its undertaking to another company (called transferee 
company) to appoint a liquidator The liquidator of the transferor 
company may, with the sanction of a special resolution of that 
company, receive compensation For transfer or sale, shares, policies, 
or other like interests, or in addition thereto participate in the profits 
of or receive any other benefit from the transferee company Any 
sale or arrangement made by the liquidator shall be binding on the 
members of the transferee company 

Procedure of Reorganization and Reconstruction 

Whether it is an arrangement or compromise, or reorganization 
or reconstruction, the Indian Companies Act, 1956 lays down a 
common procedure to be followed The proposal for a compromise, 
reorganization or reconstruction may come from the company itself, 
its members or any class of members, its creditors or any class of 
creditors, or the liquidator if the company is already under liquida- 
tion The person making a move has to apply to the High Court 
The High Court has the power to order meetings to be called, held 
and conducted in such manner as the court directs An order 
having been received from the court, the meeting of the section of 
the group making the move is held and a scheme of compromise, 
reorganization or reconstruction is prepared If the majority of 
three-fourths of the class of persons agree to the scheme the court 
has the power to sanction the scheme on its merits The court 
has also power to supervise the whole of the proceedings of the 
meetings and other matters incidental to the implementation of the 
scheme 

A scheme is not effective unless it is sanctioned by the court 
which in its turn cannot sanction the scheme until it has been accep- 
ted and approved by the three-fourth majority The law allows the 
decision of the majority to bind the minority Therefore, it is 
incumbent on the court to see that the decision does not act oppres- 
snely on the minority and that it is a reasonable anil practicable scheme. 
The court has to look at the arrangement and see that it is such that 
a man of business would reasonably appro\e and further that it is fair 
and reasonable as regards the interests of all concerned The court 
has also to consider whether the scheme Hill be conducue to public 
interest and commercial morality It is very essential that the scheme 
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must, as far as possible, be based upon correct information The 
court has the power to call for a report to give a fair idea of the 
affairs of the company at the moment for the purpose 

The court will reject a scheme if it is satisfied that material 
facts were not placed before the meeting, whether intentionally or 
otherwise, or that the object of the scheme is to present an enquiry 
into matters that require investigation or that the scheme is not a 
practicable and feasible one Nor should the court sanction a scheme 
which proceeds upon the assumption of honesty and efficiency of 
the management not justified by their past conduct particularly in 
not complying with the provisions of law The court should always 
prefer a tiling scheme to a compulsory liquidation bringing about the 
end of a company and usually without any hope of payment in full 
It is the business of the court to satisfy itself that (I) the meeting 
was duly held and conducted (2) the compromise was a real one, 
(3) it was accepted by a competent majority, (4) the majority was 
acting in good faith and for common advantage of the whole class, 
and (5) what they did was reasonably prudent and proper 

Dissenting shareholders — Where a scheme or contract involves 
the transfer of shares of one company to the other, the provision 
has to be made for satisfying the dissenting shareholders, ue , share- 
holders who have not assented to the scheme or contract or those 
who have refused to transfer their shares to the transferee company 
in accordance with the scheme or contract In such cases, the court, 
while making the order, has to consider whether the dissenting 
shareholders are to be left in possession of their shares or they 
should be compelled to sell their shares, on the same terms as 
accepted by other shareholders Before sanctioning the scheme, the 
court can impose conditions upon the company for making provi- 
sions for dissenting shareholders The court, however, does not 
necessarily make such a provision for dissentients, if it is satisfied 
that the scheme is reasonable and fair and in the interests of the 
general body of shareholders 

To make the discussion more clear and specific, a few' examples 
of actual decisions of the courts m India and England are given 
below both where the court sanctioned the scheme and where it did 
not 

Schemes ctrorrt may sancCttm 

The schemes which have from time to time been sanctioned by 
the Court under this section are of the most varied descriptions Thus — 

(1) Debentureholders and creditors have accepted shares for 
their debts , 

(2) Existing debentureholders have agreed to take up new 
debentures to be created , 

(3) Creditors have received part cash and part debentures or 
part cash and part shares in satisfaction of their debts , 

(4) One creditor has taken over all the assets, and paid the 
costs of the winding up and a composition to the other creditors , 
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of dc^itore ? rcS dcben, " ,cs h '“ ,e bcc ” ««pt«< M I«U of arrears 

D'kcntorc interest has been reduced to enable future 
profits to be devoted to the redemption of the debentures 

^ Thc Sterne may, and often does, involve formation of i 
new company JO acquire off or part of the assets or if a liquidation 
“ ®. P? srCss * } l provide for a stay of Uk liquidation .and the 
continuance of the old business 

(8) It may also involve the reduction unification, consolida- 
tion or reorganization of the capital of the company, or the modifi 
cation of the rights of a class of shareholders 

(9) Specific cases 


(al Dawson vs Jformusji, 1932— The Dawson s Bank Jnd a 
laudable object, the advance of capital to cultivators Its 
capital consisted mainly of fixed deposits Its success 
depended upon the proceeds of paddy crop year by year 
On account of the general economic depression on the 
one hand and the Burma Rebellion on the other, the bank 
became temporarily embarrassed though financially sound 
The bank realized that on the date of the maturity of the 
deposits they would not be able to meet the demand unless 
the depositors could wait Under these circumstances the 
creditors at a meeting approved (practically unanimously) 
a scheme the substance of which was that in lieu of liquid 
capital in the form of deposits, the depositors were given 
the option of taking either debentures or preference shares, 
thus enabling the company to obtain fixed and more or less 
permanent capital with which to carry on the business 
The alternative to this scheme was the winding up of the 
company The court held that the scheme was eminently 
reasonable and ought to be smetjoned 


(b) Edinburgh Rly and Proper!) vs Scottish Assurance Co , 
19/7— in Scotland a scheme wis sanctioned which involved 
the alteration in the Memorandum of Association in order 
to clarify the rights of the several classes of shareholders, 
those rights not being clearly stated in the memorandum 

(c) Tata Iron and Steel Co , 1928— The point as to whether 
directors can make a proposal for a scheme under section 
153 without Ihc sanction of a general meeting was mooted 
m this case It was held that they could even if a scheme 
involves incidentally the alteration of the memorandum or 
articles, there is nothing in the articles or in the law to 
require that a bare proposal to alter the memorandum or 
articles shill be made by the company m general meeting 
The court can sanction a scheme e\cn involving alteration 
or memorandum without a resolution passed at a general 
meeting under section J53 , U was quite unnecessary to 
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consider at that stage the question of an) alteration of the 
memorandum 

(d) Coming & Jarret Timber Co , 1900— A scheme of 
arrangement for reconstructing a company was proposed 
involving the formation of a new company and substitution 
for the existing debt liabilities different debt liabilities of a 
new company It was obser\ed with regard to the scheme 

If the liquidator is willing to undertake to pay unsecured 
creditors in full and not to act upon underwriting agree- 
ments we will hear the respondent with the modi- 
fications which ha\e been discussed and which are now 
assented to by the liquidator 1 think we may sanction the 
proposed scheme 

(e) Shandon Hydropathic Co 1911 — Schemes involving 

conversion of terminable debenture bonds into perpetual 
debenture stock can be sanctioned 

(f) Sandnell Park Colliery Co , 1914 — If proper prousion is 
made for dissentient members reconstruction of an existing 
companv by winding up and sale of the entire assets for 
shares m a new company can be effected under Section 
153 

(g) ham a! a pat is Unton Indian Sugar Mills, 1929 — Where a 
scheme is amended after approval by court the members 
must meet again to consider the amended scheme and the 
court can approve of modified scheme 

(h) Tea Corporation , 1914 — Where some of the classes have 
no interest because the assets will be exhausted bv those 
who have priority over them their assent is not necessary 

(10) The Court mav sanction schemes containing the following 
provisions 

(a) That shares in the company shall be sub-dnided and 
that each shareholder shall surrender some of the 
shares resulting from the sub division to another com- 
pany whose undertaking is to be merged in that of 
the company whose shares thev hold , 

(b) That the first mortgage debentureholders are to be 
satisfied by other debentures or charges about to be 
issued or created , 

(c) That in place of debentures guaranteed by a third 
party, debentures without a guarantee are to be issued 
to the holders and the guarantor released , 

(d) That debentureholders and other creditors are to 
accept in satisfaction of their debts shares in a com- 
pany to be formed , 

(e) That debentures the interest on which is to be payable 
out of the profits of the company, are to b* taken in 
satisfaction of debentures the interest on which is 
payable whether profits are made or not , 
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(0 That debentures repayable at periods of from three 
to five years shill be converted into debenture stock 
repayable onlv in a certain limited number of years 
Cafe* where court stilt not give function 

(a) Albert Life Assurance Co , 1871— A court will not sanc- 
tion a scheme when it is impossible to estimate the amount 
of the debts 

(b) Oceanic Snam Navigation Co, 1939 — The court cannot 
sanction n scheme which involves the doing of an act 
which is ultra vires the Co 

(c) General Motor Cab Co, 1911 — A scheme for sale of 
company's undertaking to a new company without provi- 
sions for dealing with dissentient shareholders was not 
approved of by court 

(d) Richards and Co, 1879— A scheme cannot be sanctioned 
so ns to prejudice the rights of a creditor who would be 
entitled to preferential payment in the event of a winding 
up 

(e) Nilphamari Lux in i Rank, 1936 — A scheme will not be 
sanctioned to enable an insolvent b ink to continue its 
husincss 

(f) St James' Court f stoic Lid , 1941— The court will not 
sanction a scheme of arrangement whereby the company 
proposes to convert issued preference shares into redeem- 
able preference shares 

Reorganization in the United State a 

The American Law provides for ‘reorganization', • adjustment ' 
and ’arrangements' The term arrangements refers to the "settlement, 
satisfaction, or expansion' of unsecured debts It provides for 
parity treatment of all unsecured creditors or for equitable priorities 
Its purpose is to facilitate reorganization involving only the adjustment 
of unsecured debt It deals with less serious eases of insolvency It is 
a substitute for the composition arrangement of the Rankruptcy Act 
of 1898 If the difficulties are relatively minor and the company has a 
sound economic justification, a co-operative arrangement may be 
worked out with its creditors The legal provision of arrangements 
was sponsored by the National Association of Credit Men and other 
groups of creditors* representatives expert in bankruptcy It is built 
around the principle of relief for the creditor All creditors must join 
in any plan, however, and a voluntary agreement of this sort is most 
likely to succeed if they arc few in number and the business is small 
Then the interest of all creditors will be similar in working out an 
arrangement that will avoid legal complications and the costs of 
foreclosure Since the creditors will consist primarily of suppliers 
of materials nnd the local bank, they have a joint financial interest m 
the survival and welfare of the debtor Sometimes the prmcipd 
creditors will even advance additional funds to pay off .a group of 
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the small debts Such an arrangement presumes a harmon> of 
interest among those basing a financial stake in the corporation and 
is dependent upon the expectation by all that thev will recover the 
face amounts of their credit extensions As soon as this expectation 
is lost. the differing relative positions of the creditors will complicate 
any agreement The vers framework of failure is not conducive to 
harmons 

Adjustment implies changes which merely modifv accounting, 
that is, financial set-up, and bring it more nearly into fine with new 
or newly recognized conditions Ji »s also termed as financial adjust- 
ments or readjustments or corporate recapitalizations 

Reorganization js a rather drastic reshaping of the affairs of 
the corporation involving either receivership or bankrupts proceed 
mgs, and generally with the formation of a new corporation to take 
the place of the old one Most of lbe authorities in the United States 
prefer to use the term ‘reorganization’ and regard reconstruction ard 
reorganization, in effect, as one and the same thing In practice also, 
reorganization includes reconstruction, though reconstruction does 
not necessarily involve reorganization Reconstruction is a reshaping 
of the affairs of the corporation, arising from the demands of the 
securityholders, without receivership 

In the U S A , reorganization is the most complex phase of 
corporation finance , it is the intricate phase of the whole subject , 
it is also one in which generalizations, principles, and precedents 
arc of the most doubtful application It is, therefore, proposed to 
discuss it in sufficient details 

Objects of Reorganization 

Reorganization is needed when a company has not been able 
to pay its obligations or to defer them by some voluntary 
method of compromise with creditors The procedure attempts 
to transform a business failure into a success- It is assumed that 
a corporation will be worth more as a going concern than if it 
were liquidated These are economic problems At the same 
time, if salvation is to be assured, the corporation's contractual 
obligations must be satisfied or adjusted. These are legal problems 
What it must do legally and what it can do financial are matters of 
negotiation, compromise and simple justice A major problem of 
such e&rp&caCNHts rs chore A?h tnaom? fcic! w ouensht k>sses One 
purpose of reorganization is to increase the economy of operation 
and the efficiency of the organization in order to increase the volume 
of business and decrease costs 

Objects of reorganization depend upon the type of enterprise 
and the causes of difficulties Thev are different for different 
concerns In general, the chief objects of reorganization are 
1 Reduction of floating debt 
2. Reduction of fixed charges 
3 Acquisition of new working capital 
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4 Disposal of unprofitable properties 

5 Release from unprofitable contracts especially burdensome 
leases 

6 Satisfaction of creditors 

7 New management if deemed necessary or desirable 
Methods of Reorganization 

The methods of reorganization are even more unprccise than 
the objectives Nevertheless following the above outline of objectives 
the methods may roughly be stated as follows 

1 Reduction of floating debt — Creditors may be willing to 
sacrifice part of what is due to them in order to be sure of some of 
it, or in order to avoid litigation or for both reasons On the other 
hand, it may be necessary to raise funds from securityholders The 
common shareholders are the most likely source 

2 Reduction of fixed charges — The bondholders may be asked 
to accept a reduction in the face amount of their holdings or in the 
rate of interest thereon Only those whose claims are affected can 
be expected to do so They may be offered income bonds or 
preferred stock, or they may agree to a postponement of maturities 

3 New funds for working capital— These are usually obtained 
from the following sources 

(a) Assessments on the common stockholders and other 
affected securityholders if any 

(b) Sale of new securities to outsiders 

(c) Sale of unnecessary assets 

4 Disposal of unprofitable properties— It is related to the sale 
of unnecessary assets Such properties may be in the form of little used 
warehouses, old machinery, unnecessary subsidiary companies, etc 

5 Release front unprofitable contracts may be obtained 
through negotiation The owners of a property which is leased to 
the corporation may see fit to accept a lower rental rather than to 
force the corporation to relinquish it through dissolution and, 
therefore, throw it back upon lessor s hands 

6 Satisfaction of creditors— All creditors must be satisfied’ 
before the enterprise whether in old or new form, can proceed 
Some creditors may be willing to accept partly cash and partly 
securities 

7 Neu management— New management may be elected 
simply by the voting stockholders casting their votes in accordance 
With their own wishes Frequently creditors may have some voice 
m the choice of management it they are to go along with the security 
holders 

Procedure of Reorganization 

The Chandler Act 1938 lays down the procedure of reorgant 
zation of distressed units or companies in many fields of activity 
It provides for two types of reorganization* of industrial and 
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public utility companies * (1) The larger corporate enterprises that 
have securities m the hands of the public are usually reorganized 
under Chapter X (2) Small firms with unsecured bank and merchan- 
dise creditors find it simpler to effect an arrangement under Chapter 
XI (already discussed above) The provisions contained in Chapter 
X limit the activities and powers of inside interests and protect the 
rights of independent investors 

Steps m industrial reorganization The Bankruptcy Act 
prescribes certain steps in the orderly procedure of reorganization 
In chronological order they are 

1 Filing a petition in Federal Court 

2 Appointment of a disinterested trustee bv the court if it 
entertains jurisdiction 

3 Preparation of a plan of reorganization by the trustee 

4 Hearings on the plan before the court 

5 Advisory report on the plan prepared by the Securities and 
Exchange Commission 

6 Court approval of the plan 

7 Voting on the plan by the creditors and stockholders 
affected 

8 Confirmation of the plan by the court and execution of the 
plan by the trustee 

Acts of bankruptcy— According to the Chandler Act (he acts 
of bankruptcy consist of (I) concealing or transferring property 
with intent to defraud creditors, (2) discriminating in "favour of 
one class or group of creditors by allowing them to gam control of 
strategic property or making a general settlement with them while 
insolvent , (3) admitting inability to pay debts or a condition of 
insolvency A petition m bankruptcy may be filed against any 
person (including corporations) within four months of any of the acts 
mentioned above 

Filing of petition — Reorganization proceedings are initiated in 
the jurisdiction of the debtors’s principal office— not necessarily its 
corporate office The proceedings apply to all or the corporation's 
assets, wherever located, thus eliminating the need for ancillary 
actions Any corporation, industrial or public utility, other than 
a railroad, municipal corporation, bank, or building and loan 
association, may initiate a voluntary proceeding 1 An involuntary 
proceeding may be instituted by three or more creditors who have 
claims against the corporation or its property which amount in the 
aggregate to $ 500 or more A trustee under a mortgage, deed of 
trust, or indenture under which there are securities outstanding may 
also fife an involuntary petition without the co-operation of any of the 
corporation’s creditors, if the securities outstanding are ‘liquidated 
as to amount The trustee may also bring a suit on any violation or 

i When filed by the debtor it is a voluntary petition ; v,hen filed by creditors or 
an indenture trustee it is considered to be an involuntary petition- 
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the deed of trust or indenture No one may file a petition if one has 
already been filed by or against the corporation The petition states 
that the corporation is insolvent or unable to pay its maturing debts 
A petitioning corporation must show its need for relief and suggest 
plans for reorganization and adjustment 

Any interested party may file an answer to the petition or take 
exception to the statements therein The judge, if satisfied, approves 
the petition and dismisses it if not satisfied 

Appointment of the Trustee— Assuming the approval of the 
petition, the judge is then required to appoint a disinterested trustee, 
or trustees, whenever the indebtedness of the debtor is $ 250,000 or 
greater When the claims are less than this amount, the appointment 
is a matter of option with the court , and cither an outsider or the 
debtor himself may be named In cither case, the trustee becomes the 
agent Of the court and is responsible accordingly This means the 
court may direct the trustee to investigate and examine the pertinent 
facts with reference to the condition of the debtor The trustee is dis- 
interested in the sense that he has no director indirect connection with 
the corporation and is not connected with investment bankers, lawyers 
or others who have been concerned with the issuance of the company’s 
securities The trustee is responsible for both analysing the financial 
problems and managing the firm Usually an officer or other 
employee of the company, who is acquainted with the technical 
details, will be appointed as an additional trustee whose activities 
are restricted to business operations 

Preparation of the plan of Reorganization— The trustee assumes 
the responsibility for reorganization and enjoys the sole authority to 
formulate present and file the initial reorganization plan All 
interested parties are invited to submit plans , but these plans arc 
brought to a head in the trustee, who, in turn, submits the final 
result to the court The trustee collects extensive factual data and 
the views of the creditors and stockholders can be presented 

Hearing by the court— After the trustee has formulated a plan 
and has submitted to the court, the court sets a time for a hearing on 
the plan and on any objections, amendments, or substitute plans 
which may be proposed by the debtor or by any creditor or stock- 
holder 

Adusar} Repo/t of the Set unties and Exchange Commission — 
The Securities and Exchange Commission occupies an impor- 
tant ‘nmc/i dog' position in reorganization If the liabilities exceed 
$ 300,000 the court is required to submit the plan or plans to that 
agency for an advisory report, and must postpone the approval of 
any plan until the Commission has either submitted a report or has 
indicated thdt it does not wish to do so This report accompanies 
the plan, and the court's opinion thereon, that is submitted to the 
securityholders for approval The Commission has acted as a 
technical expert for the court and an information centre for the 
investors 

Court's approial of the plan— After the receipt of the adwee 
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of the Securities and Exchange Commission, the court may announce 
its appro> al of the plan if it is satisfied on all points. Among the 
fourteen points detailed by the Act in this respect, important ones 
are : (I> provision for the payment of the costs of administration : 
(2) provision for an> class of creditors which does not accept the 
plan by a two-thirds majority : (3) similar accommodation of am 
class of stockholders which does not accept the plan by a majoritv ; 
(4) prohibition of the issuance of non-voting stock and provision for 
equitable distribution of voting power: (5) requirement that the 
terms, position, rights and privileges of the several classes of securities’ 
are ‘fair and equitable and in accordance wuh sound business and 
accounting practice.' 

Acceptance and confirmation of the plan — After the initial 
approval by the judge, the plan is submitted to the creditors and 
stockholders, accompanied bv the report of the Commission and 
the opinion of the court. Acceptance bv interested parties requires 
approval bv two-thirds of the amount of claims of creditors, and 
if the debtor is not insolvent, approval bv, a majoritv of the slock. 
If the debtor is insolvent, the consent of the stockholders is not 
required to make the plan effective. 

If the creditors who hold two-thirds of the amount of the 
claims against the corporation and the holders of a majontv of the 
stock of the corporation accept the plan, the minorii} creditors and 
stockholders are bound b> the plan. 

Following the acceptance, the judge is required to hold a 
bearing to consider any objections which may be made against the 
final confirmation. Ultimately, the court renders a confirmation, 
if satisfied that “the plan is fair and equitable and feasible** and that 
it has been made in good faith in keeping with the provisions of the 
act. With this conclusion, the plan becomes binding upon all parties 
concerned : and final decree is entered “discharging the debtor 
from all its debts and Labilities, closing the estate” and making 
miscellaneous clearances. 

Object ires during Reorganization 

Maintaining the going concern — Corporate reorganization is 
directed at the same purpose as individual bankruptcy. It accepts 
the assumption that the economy is benefited if the enterprise con- 
tinues as a going concern, that the economy stands to Jose if the 
bankrupt's property is seized and sold piecemeal. The thought that 
an industry should be fully manned is evidenced in the policy 
toward railroads and public utilities. They are required by law 
to maintain themselves as going concerns during reorganization- 
Their services are essential. In the Chandler Act industrial and 
commercial enterprises are also required to maintain themselves 
as going concerns. It is economically unthinkable that the 
Ford Motor Company, General Motors Corporation, or the United 
States Steel Corporation would be allowed to hquidate and disappear 
from the industrial scene. They and their kind would be reorganized. 
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Negotiation and compromise— The regulatory bodies and the 
courts are charged with the duty of conserving productive capacity 
To that end, they will try (while there is hope) to treat the company’s 
recovery as just as important as the adjudication of contracts The 
owners of the Corporation and its officers may be motivated by 
the prospects of future profits, foreseen or imagined and that they 
are willing to try, try again At the same time, it would be useless 
to formulate a plan under which the patient will suffer a relapse 
The new capital structure must be supported by earnings Those 
who supplied equity and debt capital were both regarded as investors 
in the old company and entitled to participate in the new 

Meeting current obligation — While the plan of reorganization 
is in preparation, the trustee, in addition to preserving the going 
concern, must also meet certain pressing obligations Even a bank- 
rupt must have cash to operate An enterprise that expects to make 
a fresh start cannot ignore its current creditors, nor can it entirely 
neglect all previously incurred obligations Taxes must be paid , 
insurance must be maintained , pay-rolls must be met the channels 
of material supply must be kept open , orders must be executed 
if customers are not to be lost Therefore, the trustee will ask the 
management to co-operate with him in the preparation of a budget 
of the company’s working capital requirements and operating expen- 
ses He will obtain a schedule of its important sales and purchase 
contracts Goodwill must be preserved, even at the cost of addi- 
tional financial outlays Lines of bank credit for current needs must 
be kept open, or reopened 

Obtaining cash during reorganization — The comp my is in 
reorganization because of lack of funds and an impairment of work- 
ing capital In order to keep its operations, new funds arc needed 
This is done by (1) assessments on the common stockholders and 
other affected securityholders, if any , (2) sale of new securities to 
outsiders, and (3) sale of unnecessary assets The stockholders 
usually receive new securities for their assessments which may be 
termed a ‘subscription’ The trustee may seek authority from the 
court to issue receivership certificates, more properly termed ‘trustee’s 
Certificates’ The trustee may raise cash through the sale of property 
or assets 

Accomplishments of Reorganization — The reorganization plan, 
as finally completed, confirmed and put into effect, should achieve 
the following (1 ) the new company should be adequately provided 
with cash for its essential purposes, (2) the capital structure should 
conform with sound financial principles, (3) the difficulties respon- 
sible for the company's failure should have been corrected or elimi- 
nsted, (df rite c/ctrt sSxnM be so reduced thoJ namings in the 
foreseeable future will be adequate for its servicing, (5) the capital 
structure should be simplified, (6) sccurit> holders who dissented 
should be satisfied, equitably and beyond any possibility of reopen- 
ing their cases 

Reducing the capital structure — To save the company, some of 



392 Elements of Corporation Finance 


the original claims are mvanablv sacrificed. Subject to the bargaining 
power of various interests sacrifices ma\ be expected from the 
following parties in order of their vulnerabilitv (I) common stock- 
holders, (2) preferred stockholders (3) general creditors having no 
preferential claims, (4) unsecured creditors with preferential claims, 
(5) junior-lien bondholders (6) senior hen bondholders (7; holders 
of receiver s certificates, (S) holders of securities not in default, (9) 
creditors possessing valid claims for reconstruction expenses (i e , 
wage earners (10) the tax collector 

Reorganization presents the reorganizers w ith a golden oppor- 
tune to consolidate diverse secuntv issues and Mmplifv the capital 
structure, to 4 clean up the balance sheet The capital structure 
of many companies is a patchwork of small issues some offered m 
times of stress, some during periods of growth . all were drawn to 
conform with marie! conditions that no longer oust These hetero- 
geneous and inflexible capital struct jres can now be revamped in 
the interest of financial economv Debentures, junior bonds, and 
underlying issues can be consolidated into a single new issue A 
simple capital structure of a single issue of debt "securities and one 
dass of common stock will make financial administration easier and 
dear the wav for additional financing in the vears ahead. 

Reducing causes of failure — The act has created the “disin- 
terested trustee*’ who manages the corporate estate during reorgani- 
zation Being m a dominant position, the trustee is in a position 
to review the record of management without prejudice If be feels 
that the officers should be displaced, the plan wdJ so provide^ This 
may be an important step towards eventual rehabilitation, because 
in most cases the failures are the result of bad management. The 
management may have been tom between its private "interests and 
those of the corporation, or between the interests of the rainont y and 
those of the majority New blood and new nerv e may sav e the firm. 

Other accomplishments — Rehabilitation also presents an enter- 
prise with the opportunity to divorce unprofitable affiliations and 
adopt new techniques New assets acquired during reconstruction 
mav even elevate an outmoded business to a position equal or 
superior to that of its rivals The new capital structure may be 
planned to avoid some of the burdens of taxation. Reorganizations 
are sometimes launched for the purpose of merging profitable or 
tkt arose son prc&tsble wbw&oraes ssd brssrbes. 

Equitable plans of Reorganization — The law provides that the 
plan must be 'Veen liieh to work, give reasonable prospect of 
success If, in a particular case, the disinterested trustee is unin- 
terested, and the corporation under his guidance becomes less of a 
going concern than it was before, anv plan of reorganization i> un- 
likely to be feasible To meet the test of feasibihtv the companv 
must emerge from reorganization with a sound capitalization and 
with adequate working capital One must see -whether a plan of 
reorganization will permit a self-supporting operation. The plan 
must be sound and not lead to another reorga n ization. 
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Secondly, Uie plan must also be fair and equitable No class 
or securityholders should be included in the reorganization unless 
there was an equity for that class Participation of claims and 
interests must be in the order of their priorities The planners must 
put first things first, and the first thing to do m reorganization is to 
evaluate the debtor's assets It is the value of the property that 
determines the extent to which each class can participate in the plan 
of reorganization The plan is unfair and inequitable if it diverts 
assets sallies to a junior issue that should have been allocated to a 
senior issue Creditors must be covered before stockholders parti* 
cipatc, and if debts exceed the value of the property, all assets must 
be assigned to the creditors If the stockholders arc to share in the 
plan they must contribute fresh capital Thestme applies between 
classes of stockholders In essence fairness is measured by the 
treatment of the rights and priorities of the old securityholders , 
and participation by junior interests ts dependent upon the existence 
of an equity or a new contribution on their part These two phrases 
arc tantamount to saying that a business that fads should mold falling 
In the future It ts important to note that the words ‘fair , ‘reasonable’ 
and ‘practicable’ used for qualifying a good plan of reorganization 
m India and Tngl ind bear a close resemblance and meaning to the 
words ‘fair*, ‘equitable’ and ‘feasible used in the United States of 
America for quilifying a similar reorganization plan 
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alwavs justify long-term borrowing and the real basis of long-term 
borrowing is provided b> the stability of earnings 


External factors 

Economic emirnnment — the bonnet* cycle The increase or 
decrease in the numbers and health of the hung organisms is ter) 
much influenced by the chances in physical environment Similar^ 
the prospers or adsersits of business units is a®**" 1 " ^ ‘IP 
treat extent by the chanees in the economic environment Usual!) 
?"e ,e^ business eyefe is applied to these changes tUking p ee n 
the economic environment Sometimes the b ™ n ^ s , ^mand 
brisk, output increases margins of profit increase ai^ id t e 
for investible funds also goes up This phase of the bu 
is usually called boom The time is favourable for new pro 
To the contrarv at other times the business activ tj is > • P^ 

duction declines, margin of profit shrinks, there “P*"?*'. ®, da " l<m , 
tible funds and numerous weak business u ”!' 5 E “, " d . Session' 

This phase of the business cycle is usually ,ca led dept 
Between the periods of depression and boom lhmm> and 
intervening period of recovery' and between the boom 
•depression' there may be a period of 'recession ernandinc 

Prices of shares, in general, move up along with th _ exp^ 
business activity during the periods or ' * thepenods or 

move down as the business activity shnnksdunng h, : £™ship 

•recession' and 'depression Long-term cvcle is 

securities during the period of the upswing oft !S high and 

advantageous At such periods the business condden » 8 rmcc 
equity shares are sold at a premium , it is also cas^ ’ ffered for ,j e bt 
shares almost on the same terms os are to be one e <(J 

securities The high prices at which shares ^.financing 

tempting sometimes that there is a real danger bc nKded 

through equity shares although the funds dun „g the 
immediately Interest rales generalK tend t g increased 

period of brisk bus.ness activity on aaoun : ' morc 

demand for funds and the willingness of the borrowers 1 P^ 

Tor these funds It ,s probable that the fSJ.f Tit 

might show a downward tendency under *hese od of brisk 

tendency or the interest rates to be higher during P acm ,ty 
business activity than dunng the penods of dull business, acj 
render the process or obtaining loan capital e , 0<ver business 

advantageous during the penods of c ° m P ara ' •* . 

activity or the downward movement of the busme , environ- 

L.fe cycle , fan mdu.rry . Besides the generaleconomicerivuon, 

ment, the business units also have their own 3nd Just hke 

provided by the particular industry to "juuhtheyb 1 g J Ihroug h 
business units the particular industnes as a i wh I ^ nsc to 

the different periods of their life cycle Soentific pr , hc peno d 
new industnes like plastics or artificial fibres, s^nd fullv grown or 
of their childhood, some others like automobiles stana iuk. e 
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matured and still others like cotton textiles pass through their old 
age In India the industries like automobile manufacture or machine 
making are in their childhood , industries like sugar or cement 
have attained maturity and cotton and jute textiles have entered 
the period of their old age , some industries like indigo manufacture 
or salt petre died and disappeared long ago 

The problems of units operating in industries passing through 
the different stages of their life cycle are also different In new 
industries the number of firms in the beginning is smaller , the 
techniques and methods are not fully developed, the destinies of 
some of them are guided by dynamic personalities For expansion 
the saved earnings are usually the main source of long-term finance 
As the industries reach the stage of maturity, the techniques and 
methods become established and well-known , the intra-plant and 
inter-plant Specialization proceeds further with speed , the size of 
units increases through the process of horizontal and vertical 
combination , and the management usually gets impersonalized 
During this stage the securities of the units are listed on the stock 
exchanges of the country and the needs of the long-term finance 
are met through the mechanism of the capital market of the 
country , m general the financial policies followed by the individual 
units are the financial policies of the industry as a whole When the 
saturation point is reached the scope for further expansion of the 
industry becomes restricted Only a small number of new units is 
promoted in such old industries Such units might have to rely 
more on ownership capital 

The competitive position of a unit 

The coinpetitne position of a particular unit within a particular 
industry — In the present day world the individual companies usually 
operate under conditions usually called imperfect competition This 
situation implies a certain degree of monopoly and a certain degree 
of competition In an industry the things of the same type pro- 
duced by different units are not identical and indistinguishable 
from each other Although they meet the same demand, to the 
extent that they are distinguishable from each other they are diffe- 
rent products Certain producers by advertising and other means 
are able to develop a slightly preferential position for their goods and 
to this'extent they are able to enjoy a certain element of monopoly 
in the midst of general competitive situation The dhoties produced 
by Arvind and Finlay and the jeans produced by Buckingham mills 
command a certain amount of preference in the textile market The 
products of Hindustan Levers enjoy a similar preference in the 
Vanaspati market A similar situation does not exist in the sugar 
market A large number of factories are producing white sugar 
in India but no single unit commands any preference for its pro- 
duct So the degree of competition found in different industries 
is different Where the competition is more intense the element of 
uncertainty about the volume of sales and the amount of profit is 
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interest rates prevailing in the market at the time of financing, by the 
credit standing of the company in the market and the form and type 
of security chosen to be offered The choice of the form or type of 
security, in its turn, is dependent upon the comparative costs of 
alternative forms the degree of risk to the company involved in the 
use of various forms and the availability of finance During the last 
few decades the cost of debt finance has been lower in comparison 
to preference or equity finance Under such conditions debt 
financing may be chosen in spite of the risk it involves on account 
of its cheapness and availability Then again as between the short- 
term and long term debt the weaker companies may resort to short- 
term debt because it is cheaper and more readily available although 
it involves a potential threat to solvency on account of the recurring 
necessity of repayment and renewal In some of the industrially 
advanced countries the short-term bank-lending rates are lower than 
bond yields During such periods of low short-term rates there is a 
strong temptation to obtain funds on the basis of short maturities of 
low cost But it may be more prudent for average company manage- 
ments to secure long-term finance on somewhat higher rates to 
safeguard themselves against still higher rates and paucity of funds 
later on The higher cost at this time may be justified as it assures 
a command over funds obtained now over a longer period For com- 
panies, having a strong financial position, it may be economical to 
pay a higher bank rate and wait for a future opportunity of financing 
on a lower yield debenture basis rather than to commit themselves 
over a longer period at a higher current rate on long-term debt 
securities A safe and conservative opinion, however, is that where 
there is a possibility of making choice, it is better to decide in 
favour of long term financing so as to be able to secure the benefit 
of the device of liquidating the obligation gradually and conveniently 
from funds set up for this purpose rather than be compelled to 
take resort to refinancing operations under uncertain and probable 
inconvenient conditions prevailing in the capital market in future 

The preference shares carry with them a minimum obligation on 
behalf of the management to pay regularly the stipulated rate of 
return or to repay the principal Preference capital assumes more 
risk in comparison to the debt capital and as such normally costs 
more than the debt capital Large sized companies with a better 
credit standing are in a better position to sell preference shares in 
comparison to the companies of a smaller size During the period 
of the upswing of the business cycle, when business confidence is 
high, preference shares can be sold easily almost on debenture or 
bond yield basis The conditions are likely to be equally unfavour- 
able during the period of difficult or unhealthy business conditions 
In the case of the cost of equity capital a rough measure of 
cost is the relation of earnings to the price per share A correct 
measure, however, would be the relationship of future earnings to 
the price because a particular price is paid in the hope of expected 
future earnings But the future earnings may be over- or under- 
estimated and accordingly the relationship of current earnings to 



